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ACCOUNTING AND PRICE LEVEL CHANGES 


A. A. FITZGERALD 


(Being a paper delivered at the New Zealand Society of Accountants’ 
Convention, February, 1950.) 


I. THE NATURE OF THE PROBLEM 


1. The function of accounting is to pro- 
vide information for a constantly extend- 
ing variety of purposes. Naturally the 
nature of the information needed and the 
form in which it is best presented vary 
according to the particular purposes for 
which it is provided. The purpose of 
financial accounting is, primarily, to pro- 
vide information which will assist in 
determining the amount of distributable 
profits and whether capital is being main- 
tained. The purpose of bankruptcy ac- 
counting is to provide information in 
special circumstances to creditors. The 
purposes of management accounting are 
to assist in formation of pricing policy, in 
effective control of operating efficiency 
and elimination of waste, and in budget- 
ing and profit-planning. The purpose of 
taxation accounting is to provide informa- 
tion for measurement of taxable income. 
The purpose of social accounting — the 
latest extension of the uses of accounting 
—is to provide information to help in 
measurement of gross national product 
and in analysis of income distribution. 
Obviously, no single set of accounting 
statements could equally well serve such 
diverse purposes. 

2. Some of the specialized uses of ac- 
counting information, such as manage- 
ment accounting, bankruptcy accounting 
and taxation accounting, are best served 


by special-purpose statements. These 
special-purpose statements are not neces- 
sarily useful for any purpose other than 
that for which they have been prepared, 
nor are they usually available to persons 
other than those for whom they have been 
prepared. 

3. On the other hand, statements pre- 
pared primarily for financial accounting 
purposes, such as annual or half-yearly 
profit and loss statements and balance 
sheets, are often widely published and 
used for many other purposes. Indeed, 
they are the only comprehensive sources 
of information concerning operating re- 
sults and financial position of accounting 
entities which are freely available to per- 
sons not directly concerned with control 
of the entities. Financial analysts and 
advisers, investors, labour unions, con- 
sumers, Arbitration Courts, economists 
and statisticians all look to published 
financial statements of companies for in- 
formation for their own purposes. So 
financial accounting statements, origin- 
ally designed for the specialized purpose 
of informing owners and “top” manage- 
ment, have become general-purpose state- 
ments applied to many other uses. 

4. It is often argued that accounting 
does not end with preparation and presen- 
tation of information, but comprehends 
also interpretation of the information. 
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This, surely, is too wide a view of the 
scope of accounting. Interpretation is 
part of the job of the user of the data, 
not part of the responsibility of the ac- 
countant. For example, management must 
interpret accounting information in the 
light of information secured from other 
sources. Unquestionably, interpretation 
ean be made easier by skilful presenta- 
tion, but that does not make interpreta- 
tion part of the work of preparation and 
presentation. Moreover, financial-policy 
decisions, though based partly on ac- 
counting information, are clearly distin- 
guishable from accounting information 
itself. Failure to preserve this distine- 
tion in financial statements was, until 
quite recently, a serious hindrance to the 
development of satisfactory staridards of 
accounting. presentation as well as a 
powerful contributor to popular mis- 


understanding of accounting theory and 
practice. 
5. The processes by which accounting 


information is collected, recorded and 


presented are— 

(i) Analysis of the financial effects of 
single transactions or operations 
which are materially significant 
and which are capable of being ex- 
pressed in monetary terms; 
Making of formal and systematic 
record of the financial effects of 
each transaction or operation; 
(iii) Summarization and classification 

of the aggregated financial effects 
of recorded transactions ; 
(iv) Analysis of the aggregated finan- 
cial effects of recorded transac- 
tions; and 
Presentation in the form of finan- 
cial statements of the results of the 
summarization and analysis. 


6. For general-purpose accounting, sys- 
tematic record of events is a vital part 
of the series of processes. At least up to 
the point at which analysis begins, 
general-purpose accounting is a matter of 
recording financial history through the 
effective, and extraordinarily adaptable, 
device of double-entry bookkeeping. In 
some of the specialized branches of ac- 
counting, however, systematic historical 
record does not occupy such a dominating 


(i1) 


(v) 
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place; and, in some cases, it may even be 
dispensed ,with. For example, analysis of 
differential cost for particular purposes is 
best made outside double-entry records. 
Similarly, budgeting, which looks for. 
ward and not back, is not an historical 
record, though it may be greatly helped 
by suitably analysed records of past 
experience. 

7. Since a vital part of general-purpose 
accounting is systematized historical re- 
cords, whilst special-purpose accounting 
may dispense with historical records, ac- 
counting procedures differ according to 
their purposes. It is not so evident, but 
is of even greater significance, that ac- 
counting concepts may also legitimately 
vary according to the purposes of ac- 
counting. Consider, for example, account- 
ing concepts of cost, profit and capital. 


8. Cost may. be interpreted as money- 
outlay, as sacrifice, as additional money- 
outlay or as additional sacrifice. For 
general-purpose accounting money-outlay 
has generally been regarded as the appro- 
priate interpretation, though this interp- 
retation is now being strongly challenged. 
For some cost accounting purposes the 
more appropriate interpretation is sacri- 
fice. For other cost accounting purposes 
additional money-outlay or additional 
sacrifice are not suitable interpretations. 


9. For some accounting purposes profit 
is the excess of money-income earned 
over money-outlay consumed. For other 
accounting purposes it may be _ inter- 
preted as the excess of money-income 
earned over sacrifice suffered. For taxa- 
tion accounting purposes the appropriate 
concept is taxable income, defined in pre- 
cise detail. For social accounting pur- 
poses the economist’s conception of pure 
profit (that is, compensation for risk- 
taking divorced from -the interest 
element) is appropriate. For some cost 
accounting purposes differential profit, 
that is, excess of additional money-income 
earned over additional money-outlay con- 
sumed or additional sacrifice incurred, is 
the most useful concept. 

10. For different purposes capital may 
be variously interpreted as the money 
contributed by owners of an enterprise, as 
owners’ equity, as money-outlay on un- 
consumed assets less money-liabilities to 
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Accounting and Price Level Changes—continued 
creditors, as purchasing-power of owners’ 
equity, or as estimated monéy-outlay on 
replacement of unconsumed assets less 
money-liabilities to creditors. 

11. Differential cost and marginal 
profit concepts are most appropriate for 
specialized purposes of accounting, which 
are not necessarily based upon systematic 
historical records. The taxable income 
concept is, of course, useful only in a 
highly specialized area of accounting. 
Pure profit is an economic rather than an 
accounting concept. The other possible 
interpretations of cost, profit, or capital 
may be used for systematic record of 
events or for présentation of the results 
of summarization and analysis of the 
record. 

12. By analogy with the economic dif- 
ferentiation between money-wages and 
“real” wages we may distinguish in ac- 
counting between money-outlay and real 
cost, money-profit and real profit, money- 
capital and real capital. In cases where 
price-levels vary from time to time there 
are clearly significant differences between 
money-outlay and real cost, between 
money-profit and real profit, and between 
money-capital and real capital. The ac- 
counting problems which emerge are— 

(a) Whether money-cost or real cost, 

money-profit or real profit, money- 
capital or real capital are the ap- 
propriate concepts for general- 
purpose accounting records; 
Whether money-outlay or real cost, 
money-profit or real profit, money- 
capital or real capital are the ap- 
propriate concepts for general- 
purpose accounting statements; and 
Whether both sets of concepts can 
be used concurrently in general- 
purpose accounting records or state- 
ments. 

13. So far as accounting records are 
concerned it is possible to maintain two 
or more independent sets of records, each 
prepared on the basis of a different con- 
cept of cost, profit and capital. This is 
frequently done in those cases where, for 
example, records separate from the 
general-purpose accounting records are 
maintained for specialized purposes. In 
such cases the general-purpose record is 
naturally regarded as the main record, 
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and other records as subsidiary or supple- 
mentary. Decisions as to what are appro- 
priate concepts for the main r€cord do not 
determine the concepts which should be 
used in the supplementary records. Each 
set of records must be considered in the 
light of its purposes. 

14. So also with accounting statements. 
General-purpose statements may be based 
on one set of concepts of cost, profit and 
capital: specialized-purpose statements 
may be based on other concepts. Every 
accounting statement must be consistent 
with the record from which it is prepared. 
It does not follow that it must be in pre- 
cisely the same form as the record. Nor 
does it follow that more than one set of 
concepts may not be used in an account- 
ing statement, so long as the final results 
disclosed in the statement are consonant 
with those shown in the record from 
which it has been prepared. 

15. If price-levels remained stable for 
long periods there would be no need to 
distinguish between money-outlay and 
real cost, between money-profit and real 
profit or between money-capital and real 
capital. When price-levels fluctuate, as 
they always have done and doubtless will 
continue to do, the distinction between 
the two sets of concepts becomes notice- 
able. The more violently price-levels flue- 
tuate, the more significant the distinction. 
The situation in which accounting finds 
itself to-day is that, within the last ten 
years, there has been a substantial fall in 
the purchasing-power of money, which is 
the same thing as a substantial rise in the 
money-outlay needed to replace business 
assets. Consequently, and quite naturally, 
this situation has given rise to much con- 
troversy concerning two questions — 
firstly, whether orthodox general-purpose 
accounting theory and practices should be 
changed, and, secondly, if they are to be 
changed, how the change may best be 
effected. 

16. Until comparatively recently there 
was implicit acceptance of the convention 
that general-purpose accounting was best 
earried out in terms of money-outlay, 
money-profit and money-capital. Applica- 
tion of this convention, which we may call 
the constant-money-value convention, re- 
sulted in accounting procedures which 
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Accounting and Price Level Changes—continued 
consciously ignored changes in purchas- 
ing-power of money or in replacement- 
cost of assets. The convention was, how- 
ever, not uniformly applied over the 
whole area of general-purpose accounting. 
The equally widely-accepted ‘‘doctrine of 
conservatism” led to adoption of account- 
ing practices which to some extent recog- 
nized changes in replacement-costs. In 
accounting for stock-in-trade, both the 
venerable lower-of-cost-or-market rule 
and the comparatively new LIFO basis 
for determining cost operate so as to 
make allowance for price-level changes 

the one in circumstances of falling prices, 
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the other when prices are either falling or 
rising. In these respects, the doctrine of 
conservatism conflicts with the constant- 
money-value convention: neither has been 
paramount, nor has there been any evi- 
dence of general inclination to abandon 
the convention. Many accounting authori- 
ties, and many business leaders, are now 
contending that it should be abandoned, 
and that accounting methods should be 
changed so as to give full recognition to 
changes in estimated replacement-costs of 
all assets. Orthodox accounting thought 
has so far resisted these contentions, but 
they are being vigorously pressed and 
they cannot be lightly dismissed. 


‘II. OBJECTION TO THE CONSTANT-MONEY-VALUE CONVENTION 


17. For more than twenty years doubts 
of the wisdom of continued acceptance of 
the constant-money-value convention have 
been growing in the minds of thoughtful 
accountants. One of the first to concen- 
trate attention on the dangers of failure 
to distinguish between money-profit and 
real profit was Henry W. Sweeney, who 
since 1927 has been a vigorous critic of 
the limitations of orthodox accounting. 
In Stabilised Accounting, published in 
1936, he enunciated the thesis that 
ordinary accounting procedure is irrele- 
vant to the main reason for keeping ac- 
counts because it does not provide in- 
formation as to “progress made in obtain- 
ing either more consumption goods or 
greater power over them”; that it is 
mathematically unsound because in both 
profit and loss statements and balance- 
sheets money-values with different pur- 
chasing powers are “scrambled together” ; 
and that it is incomplete because it does 
not distinguish between profits or losses 
resulting from operations and profits or 
losses resulting from changes in the value 
of money.’ 


18. Sanders, Hatfield and Moore, writ- 
ing in 1937, accepted the constant-money- 
value convention with reservations. In 
their Statement of Accounting Principles, 
prepared at the invitation of the Haskins 
and Sells Foundation, and published by 








*Henry W. Sweeney, Stabilised Accounting, 
Chap. 1. 


the American Institute of Accountants, 
they said: 

‘‘The question is frequently debated 
as to whether the provision for depre- 
ciation should cover the actual cost 
or the cost of replacemeat. Insofar as 
the average of the costs of a com- 
posite plant and the average replace- 
ment costs as distributed over the 
years will show little divergence, the 
problem becomes of little moment. 
But the uncertainty of any estimate 
of replacement cost makes it a@ less de- 
@rable base for computing deprecia- 
tion than the known original cost, and 
the latter generally is used.’’* 

19. A similar note was struck by Perry 
Mason, also writing in 1937, concerning 
depreciation in public utility undertak- 
ings— 

“Either original cost or replace- 
ment cost may be said to be fair and 
equitable if used consistently. In the 
long run, the results ought to be the 
same under either plan, if we can 
assume that periods of rising prices 
will be offset by periods of falling 
prices.” ® 

20. George O. May, in 1936, said— 

“Cases will arise—as, for instance, 
that presented by devaluation such 
as occurred in Germany —in which 


2A Statement of Accounting Principles, pp. 31- 
32. Italics not in the original. 


Principles of Public Utility Depreciation, 
p. 59. 
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Accounting and Price Level Changes—continued 
cost figures lose their significance to 
such an extent as to make some dif- 
ferent treatment necessary, but such 
cases are exceptional... .” * 

21. Paton and Littleton in 1940 took 
the view that— 

“The fair conclusion is that the 
cost standard of plant accounting 
holds up well, as compared with any 
alternative plan, when faced with 
typical business needs and conditions. 
And the burden of proof must be 
placed upon those who wish to revise 
the standard procedure. At the same 
time it would be going too far to hold 
that under no circumstances can any 
useful purpose be served by intro- 
ducing into the accounts and reports, 
by appropriate methods, data de- 
signed to supplement the figures of 
actual cost.” ° 

22. The extracts show a tendency to 
accept the constant-money-value conven- 
tion for normal accounting procedure in 

times of relatively small fluctuations im 


price-levels, or on the assumption that, over 
a long period, fluctuations in price-levels 
cancel out. In later writings, some of these 
authors have come out strongly against 
continued acceptance of the convention in 


circumstances of violent price-changes. 
For example, in December, 1947, George 
0. May pointed out that acceptance of 
the LIFO basis for determining cost of 
inventories is inconsistent with the money- 
outlay basis for computing depreciation 
of non-current assets.° W. A. Paton, in 
April, 1948, thought that to insist* that 
cost figures initially charged to the ac- 
counts are actual costs regardless of what 
happens to prices involves an ‘‘empty 
meaningless cost concept.’ 7 

23. Many other accounting authorities 
have joined in the demand for revision of 
accounting theory and practice to make 
accounting reports more realistic and 
more informative concerning real profits 
and the maintenance of real capital. 


oa Twenty-five Years of 
bility, Vol. II, p. 317. 

5An Introduction to 
Standards, p. 134. 


*The Journal of Accountancy, December, 1947, 
Pp. 453-456. 
"The Accounting Review, April, 1948. 


Accounting Responsi- 


Corporate Accounting 
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Critics of the constant-money-value con- 
vention now include such leaders of ac- 
counting thought as F. Sewell Bray,® 
Harry Norris,® Samuel J. Broad,’® James 
L. Dohr," Donald D. Woomer * and many 
others. .The intensity of their objections 
varies from relatively mild disapproval to 
outright opposition. 

24. On the other hand, the convention 
has been stoutly defended by the com- 
mittee on accounting procedure, Ameri- 
can Institute of Accountants,!* the coun- 
cil of the Institute of Chartered Account- 
ants in England and Wales,* and the 
Securities and Exchange Commission.’® 
Other supporters of the convention in- 
clude F. R. M. de Paula,’® Howard C. 
Greer,’’ Erie L. Kohler,’® A. E. Bishop 
and George F. Moller.*° 

25. It is interesting to speculate on the 
reasons why the fall in purchasing-power 
of money since 1940 has given rise to so 
much more controversy than did simflar 
happenings after 1914. The principal rea- 
sons, not necessarily stated in order of 
importance, appear to be: 

(i). Inereasing social consciousness of 
private busjness and of accountants 
brought about by— 

Government controls, such as 
high taxation, price and profit 
control, and other war-time 
developments ; 


8 The Nature of Income and Capital; Account- 
ing Research, Vol. I, No. 1, pp. 27-49. 

® Depreciation Allocations in Relation to Finan- 
cial Capital, Real Capital and Productive 
Capacity; Accounting Research, Vol. I, No. 2, 
pp. 121-132. 

1° The 
pp. 10-20. 

"The Accounting Review, April, 1948. 

2 The Accounting Review, July, 1949. 

48 Research Bulletin, No. 33. 

4 Recommendation XII—Rising Price-Levels in 
Relation to Accounts. 

%* New York Certified Public Accountant, May, 
1949. 

6 The 

1 The 

% The Accounting Review, April, 1948. 

% The Accountants’ Viewpoint on Depreciation 
of Fixed Assets; Cost and Management, May, 
1949. (One of the best articles yet published on 
the whole question.) 

” Historic Costs, The Lesser Evil; 
Chartered Accountant, July, 1949. 


, 


Journal of Accountancy, 1948, 


July, 


Accountant, June 5, 1948. 
Accounting Review, April, 1948. 


Canadian 
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Increasing demands from labour 
for a larger share in gross 
national product; 

Developing consumer-resistance 
to high prices; 

Slowly awakening interest of ac- 
countants in the new science 
of econometrics; and 

Growing belief that strengthen- 
ing of public-relations activi- 
ties of business is the best 
means of defence of private 
enterprise ; 

(ii) Abandonment by the accounting 

profession of the attempt to justify 
the use of secret reserves and 
spread of the new doctrine of dis- 
closure in accounting; 
The fact that business enterprises 
are now faced with the necessity 
of large -expenditures on main- 
tenance and depreciation which 
were necessarily deferred because 
of more urgent defence needs dur- 
ing the war, and which have since 
been further delayed by shortages 
of manpower and materials; 

(iv) Shift in emphasis from the balance 
sheet to the profit and loss state- 
ment, because the profit and loss 
statement is vitally important for 
the newer uses of accounting, such 
as management accounting, taxa- 
tion accounting, price and profit 
control, and the like; 

(v) Evolution of methods of accounting 
for stocks, such as LIFO, which 
have logically encouraged the be- 
lief that similar methods should be 
applied to accounting for non- 
current assets; 

(vi) more intensive study of accounting 
theory and growing acquaintance 
of accountants with economic con- 
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cepts, which have been promoted 
by close association of the study 
of accounting and economics in the 
universities ; 
(vii) rapid development by statisticians 
of methods of measuring gross 
national product and of its distri- 
bution, and a dawning realization 
that accountants have not yet made 
their proper contribution to this 
new and important area of know- 
ledge; and 
Development of cost accounting 
concepts and their influence on 
pricing policies. 


26. Most, if not all, of these influences 
have come to stay. It may therefore be 
expected that critical re-appraisement of 
the conventions upon which accounting 
has hitherto been based will increase 
rather than diminish as time goes on. 
Agitation from business leaders for 
changes in accounting methods may die 
down if price-levels recede or become 
stabilized at a new level; but the search- 
light which recent events have thrown on 
accounting theory has so illumined ap- 
parent inconsistencies and _ illogicalities 
that the profession cannot, afford any 
longer to neglect complete overhaul of 
its standards. Accounting has grown up, 
in response to legal prescription and busi- 
ness needs, as a body of doctrines, con- 
ventions and practices justified by expedi- 
ency and experience rather than by 
logical considerations. The task which 
now faces the profession is to evolve a 
consistent and comprehensive body of 
theory by reference to which accounting 
standards may be developed, tested and 
eventually universally accepted. Not the 
least important aspect of this task will be 
to reach general agreement on the ques- 
tion whether accounting is to account for 
real profits and, if so, how. 


(viii) 


III. PROPOSED SOLUTIONS 


27. Assuming that it is desirable to dis- 
tinguish clearly between money-profits 
and real profits, how should this be done? 
Are changes in the structure of account- 
ing records necessary as well as changes 
in the form of accounting statements? 
The various proposals which have been 
made may be classified into three groups: 


(a) Proposals for change in methods of 


recording, leading naturally to 
changes in the structure of ae- 
counting statements; 

Proposals for change in the struc- 
ture of accounting statements with- 
out alteration in methods of re- 
cording; and 


(b) 
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(ec) Proposals which involve no change 
in either accounting records or 
accounting statements. 


OR uw 
Proposals for Change in Methods of 
Recording. 


These are: 

(a) Application of LIFO to non- 
current assets as well as to stock- 
in-trade —this we shall call the 
LIFO method; 

The use of index-numbers to bring 
unamortized money-outlays on non- 
current assets into line each year 
with then-current estimates of re- 
placement costs, both for balance- 
sheet purposes and for depreciation 
provisions—this we shall call the 
Index-Number method; ‘ 
Writing-down “excess” costs of 
non-current assets by substantial 
increases in the rates used to com- 
pute depreciation on assets ac- 


quired since the war—this we shall 


call the Accelerated Depreciation 
method ; 

Writing-up of non-current assets 
by creation of a disclosed capital 
reserve, so as to bring balance- 
sheet figures and future deprecia- 
tion provisions into correspondence 
with estimated replacement-cost at 
the time of the writing-up—this we 
shall call the Quasi-Reorganization 
method; and 

Calculation of depreciation on the 
basis of estimated replacement cost 
of non-currrent assets instead of on 
the’ basis of original money-outlay 
—this we shall call the Replace- 
ment-Cost method. 


Proposals for Change in the Structure of 
Accounting Statements without 
Alteration in Methods of Recording. 


These proposals are: 

(a) Design of new forms of operating 
statements which will disclose both 
money-profits and real profits; and 

(b) Presentation of two sets of account- 
ing statements, one showing money- 
profits and money-values and the 
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other showing, as supplementary 
information, real profits and real 
values. 


Proposals Involving no Change either in 
the Structure of Accounting Statements 
or in Accounting Records. 


These are: 

(a) A campaign of education of the 
users of accounting statements as 
to the nature of accounting con- 
cepts; and 

Disclosure, in both accounting re- 
cords and accounting statements, 
of effects of objective accounting 
computations as _ distinct from 
effects of financial-policy decisions. 


(b) 


29. Each of these proposals has sup- 
port, shading from lukewarm tolerance 
into enthusiastic advocacy; each is op- 
posed on grounds ranging from thorough- 
going disapproval to resistance to imme- 
diate adoption. None of the proposals 
seems to offer a perfect solution, nor in- 
deed does orthodox accounting procedure. 
It is not surprising, therefore, to find that 
there is no consensus within the profes- 
sion on the whole problem. Even the con- 
sidered expressions of opinion by the com- 
mittee on accounting procedure, American 
Institute of Accountants, and by the 
council of the Institute of Chartered 
Accountants in England and Wales, sug- 
gest that those bodies are still open to 
conviction that, at a more appropriate 
time, change in accounting methods may 
be desirable. 


30. For instance, Accounting Research 
Bulletin, No. 33, of the committee on ac- 
counting procedure, American Institute 
of Accountants, states that the committee 
“believes that accounting and finan- 
cial reporting for general use will 
best serve their purposes by adhering 
to the generally accepted concept of 
depreciation on cost, at least until the 
dollar is stabilized at some level.’’ 

The bulletin goes on to say that the com- 

mittee 
‘‘recognizes that, in reporting profits 
to-day, the cost of material and labour 
is reflected in terms of ‘inflated’ dol- 
lars while the cost of productive facili- 
ties in which capital was invested at 
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a lower price level is reflected in terms 
of dollars whose purchasing power was 
much greater in considering de- 
preciation in connection with product 
costs, prices and business policies, 
management must take into considera- 
tion the probability that plant and 
machinery will have to be replaced 
at costs much greater than those of the 
facilities now in use. When there are 
gross discrepancies between the cost 
and current values of productive 
facilities, the committee believes that 
it is entirely proper for management 
to make annual appropriations of net 
income or surplus in contemplation of 
replacement of such facilities at higher 
price levels.’’ 
It may be noted in passing that this state- 
ment has been criticized by George O. May 
and others as being inconsistent with tol- 
eration of the LIFO method of accounting 
for stock-in-trade. 

31. Similarly, Recommendation XII of 
the Council of the Institute of Chartered 
Accountants in England and Wales re- 
affirms the view, expressed in an earlier 
recommendation, that depreciation pro- 
visions should be based on cost, and that 
amounts set aside out of profits for a pos- 
sible increase in the cost of replacement 
are in the nature of reserves and should 
be treated as such in the accounts. The 
recommendation concludes, however, with 
the opinion that ‘‘for balance sheet pur- 
poses fixed assets should not, in general, be 
written up on the basis of estimated re- 
placement costs, especially in the absence 
of a measure of stability in the price- 
level.’’ 

32. It will be noted that both the 
American committee and the English 
Institute council apparently contemplate 
that some change may be possible and 
desirable when the price-level is stabil- 
ized. The history of price-level move- 
ments suggest that stability of price-levels 
is an ideal which will probably never be 
achieved; if it could be achieved, the 
problem of distinguishing between 
money-profits and real profits would dis- 
appear. 

33. Proposals for change in accounting 
methods and objections thereto will now 
be examined in a little more detail. 
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34. The LIFO Method 


Under the LIFO method as applied to 
accounting for stock-in-trade, the cost of 
stock sold or used from time to time is 
taken to be the money-outlay on the most 
recently acquired stock. On a rising mar- 
ket this results in a high cost of goods 
sold and a low cost of goods not yet sold 
or used. It is claimed that a similar pro- 
cedure should be applied to the calcula- 
tion of depreciation; that is to say, depre- 
ciation provisions should be calculated on 
the base of money-outlay on the most 
recently acquired non-current 
This would produce a high cost of goods 
sold and a low cost of unconsumed non- 
current assets. The result would be that 
profit disclosed by the profit and _ loss 
statement would be brought into closer, 
though not necessarily exact, correspon- 
dence with real cost, while the balance- 
sheet figure for unconsumed ‘non-current 
assets would differ from real cost even 
more than it does under orthodox ace- 
counting methods. George O. May main- 
tains that the adoption of LIFO for 
accounting for stock has involved accep- 
tance of this apparent illogicality, but 
that “a meaningless figure in the balance 
sheet is not too high a price to pay 
for a more informative income figure.””! 
Thus, at least accounting would be made 
consistent in illogicality. The fact that 
it would still be illogical suggests that, 
in the words of Donald B. Woomer, 
“LIFO is not the ideal solution,” though, 
as a basis for computing depreciation, 
it may be more desirable than the 
historical money-outlay basis. LIFO 
would distort the balance-sheet, whereas 
historical cost distorts both the balance- 
sheet and the income statement.?? 


assets. 


35. The Index-Number Method 


Theoretically, by the use of index- 
numbers profit and loss statements could 
be made to disclose real profit, and bal- 
ance sheets to disclose real capital. The 
method might be applied to all assets, to 
non-current assets only, or to stocks and 
non-current assets only. At each balance 


* The Journal of Accountancy, December, 1947, 
pp. 453-456. 


= The Accounting Review, July, 1949. 
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date a capital adjustment account, or a 
“price-change capital account,” would 
need to be set up to enable changes, up or 
down, in price-levels to be reflected in the 
asset accounts. 

The proposal is attractive on the face 
of it, and it has already been adopted in 
France and Belgium for general-purpose 
accounting and taxation accounting. Un- 
less, however, it were applied to all 
balance-sheet figures it- would be an in- 
complete solution. There is, of course, 
serious practical difficulty im deciding 
whether a single’ price-index should be 
applied to all assets or whether special- 
ized prices-indexes should be applied to 
different kinds of assets. Carried to its 
logical conclusion, the method would con- 
stitute acceptance of the idea of “stabil- 
ized accounting,” involving conversion of 
all balanee-sheet figures from money-values 
into current purchasing-power values. 
Sweeney’s proposals, however, coutemplate 
the presentation of supplementary state- 
ments rather than changes in the terms in 
which accounting records are expressed. 


36. The Accelerated Depreciation 
Method ' 

As a device for bringing money-profit 
into line with “real” profit this method 
is palpably unscientific. It does not pre- 
tend to touch the problem of replacement 
at high cost of assets acquired at low 
cost; it merely seeks, by a procedure hav- 
ing much the same effect as the reducing- 
balance method of computing deprecia- 
tion, to write-down the cost of assets 
acquired at high cost more quickly than 
would be done by the straight-line 
method. It distorts profit and loss state- 
ments. It also distorts balance-sheets by 
producing asset figures which do not cor- 
respond with either estimated replace- 
ment-cost or with unconsumed money- 
outlay. It is frankly a device designed 
merely to provide relief from the impact 
of high taxation rates on accumulation of 
funds for replacement of assets, and it 
has been adopted for that purpose in Aus- 
tralian income tax legislation. It can 
never result in total depreciation allow- 
ance exceeding money-outlay; and 
whether or not, in the long run, it will 
provide any real relief depends on the 
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future course of tax rates. For general- 
purpose accounting it cannot be regarded 
as anything more than an unsatisfactory 
compromise between money-outlay and 
replacement-cost, possessing the advan- 
tages of neither and indefensible on any 
logical ground. 


37. The Quasi-Reorganization Method 


This method, recently adopted by 
several Australian companies, differs 
from the index-number method only to 
the extent that it is adopted, once and 
for all or at infrequent intervals, to give 
recognition to a substantial rise in price- 
levels which is expected to be more or less 
lasting, whereas the index-number 
method is intended to be used continu- 
ously to adjust accounting figures to cur- 
rent price-levels, whether up or down. 
It is open to the same objections as the 
index-number method, and to the added 
objection that, except in the unlikely 
event that prices rise to a new plateau 
and stay there for a long time, its effects 
in translating money-profit into terms of 
real profit, and balance-sheet figures into 
terms of current replacement-costs, can be 
only partially and temporarily successful. 


38. The Replacement-Cost Method 


This method concentrates on the profit 
and loss statement. It leaves untouched 
the question of arrears of depreciation on 
higher replacement-cost; it produces 
balance-sheet figures which are meaning- 
less because they are the net result of 
deducting depreciation, computed for 
past years on original money-outlay and 
for the current year on estimated replace- 
ment-cost, from assets expressed in terms 
of original money-outlay. The method is 
clearly much less satisfactory than the 
index-number method. 


39. New Forms of Profit and Loss 
Statement reconciling Money-Profit with 
“Real” Profit. 


One of the most interesting suggestions ' 
yet made for solving the problem of pre- 
sentation is that of John W. McEachren,”* 


32Use of Replacement Figures in Costing 
Account for Pricing and Income-Statement Pur- 
poses: The Journal of Accountancy, July, 1949. 
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who advocates a form of income state- 
ment in which operating profit is first 
presented in terms suitable for cost ac- 
counting and pricing purposes (i.e., on a 


Sales 


Costs and expenses (including depreciation on estimated replace- 
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“real” profit basis) and is then adjusted 
to the money-profit figure used in ortho- 
dox general-purpose ‘accounting. The 
method may be illustrated by the follow- 
ing condensed example. 


£ £ 
21,200 


ment-cost, and writing-down of stock to LIFO cost basis) 17,400 


Operating profit (‘‘real’’ profit) 
Add— 


3,800 


Writing-down of stock from FIFO to LIFO cost basis 
Depreciation on excess of estimated replacement-cost over 
historical money-outlay on non-current assets 


Accounting profit (money-profit) .. 


40. This method would permit the 
general-purpose accounting record to be 
maintained on orthodox lines, and at the 
same time would provide a means of 
reconciliation of those records with spe- 
cialized cost accounting records main- 
tained in terms of real cost and real 
profits. It would, however, do nothing to 
“eorrect” orthodox balance-sheet figures, 
unless it were used as part of a procedure 
by which estimated replacement-costs 
were recognized in the balance sheet also. 


41. Supplementary Statements in 
“Real” Terms Amplifying Orthodox 
Financial Statements in Money-value 
Terms. 


The most ambitious proposal yet made 
for a comprehensive attack on the prob- 
lem is still Henry W. Sweeney’s 1936 
exposition of the methods by which the 
figures shown in orthodox accounting 
statements could be translated, in supple- 
mentary statements, into real terms.*4 
These methods would convert every item 
in both profit and loss statements and 
balance sheets (except those “money- 
value” items which are already expressed 
in terms of current purchasing power) by 
applying to them a general price-index. 
The use of a general price-index, in pre- 
ference to specialized price-indexes for 
different kinds of assets, is advocated by 


* Stabilized Accounting. 


2,400 
£6,200 


Sweeney on the ground that the purpose 
of business enterprise is to increase the 
enterprise’s purchasing-power in terms of 
goods in general. This being the purpose 
of enterprise, accounting should account 
for its results in like terms. The method 
would also distinguish between operating 
profits and losses and those arising from 
price-level changes. There can be little 
question that this is the most likely 
avenue along which solution to what is 
probably the greatest accounting problem 
yet encountered may be found. 

42. It is easy to share the belief of 
Donald B. Woomer* that stabilized ae- 
counting is “the goal to which the 
accounting profession should aspire.” At 
the same time, it cannot be taken for 
granted that general acceptance of the 
suitability of a general price-index as the 
stabilizing factor could easily be ob- 
tained.*® There is also considerable room 
for doubt whether the stabilized state- 
ments would be understood and properly 
used by the various interested parties, 
and certainly considerable risk that the 
presentation, side by side, of two sets of 
statements showing entirely different re- 
sults and financial position might well 


* The Accounting Review, July, 1949. 


*See Harry Norris: Depreciation Allocations 
in Relation to Financial Capital, Real Capital and 
Productive Capacity: Accounting Research, July, 
1949, 


(Continued on page 139) 
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lead to “scepticism as to the validity of 
either statement.” Confidence in the in- 
tegrity of accounting statements is vitally 
important from the standpoint of useful- 
ness of statements as well as from that of 
status of the accounting profession. The 
profession’s present status has been hard- 
earned and is not yet as high as it should 
be for the welfare of the community. 
Accountants may well hesitate before 
adopting as normal procedure any radical 
innovation, no matter how strongly sup- 
ported by logic, which, might retard de- 
veloping confidence in the integrity and 
objectiveness of accounting. What seems 
now to be needed is experimentation with 
published financial statements in order to 
gauge the extent to which stabilized ac- 
counts would be understood and used by 
industry and by investors, creditors, 
labour unions and others. 


43. Education of Users of Accounting 
Statements as to the Nature of 
Accounting Concepts. 


There is a popular illusion that profits 
determined by orthodox accounting pro- 
cedure are realized, precisely computed, 
and disposable; that they can be with- 
drawn from the business forthwith if 
desired; and that they are entirely 
pecuniary gains for nothing more than 
risk-taking. As every accountant knows, 
but few laymen fully apprehend, this is a 
gross misunderstanding. In the first 
place, profits are not realized until they 
have been collected in cash; the profits 
of an enterprise cannot be precisely com- 
puted until it has been finally wound-up, 
its assets realized, its debts paid, and the 
surplus cash distributed to its owners; 
until then, even if they were realized 
and could “be precisely computed, they 
could seldom, if ever, be immediately dis- 
tributed in full, because some part of 
them must be retained to safeguard the 
continuing enterprise against a variety of 
contingencies. The annual profits dis- 
closed in accounting statements are in 
part only based on objective, verifiable 
evidence; in part they are expressions of 
informed opinion, and they cannot be 
anything else during the lifetime of a 
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business. Since most businesses are con- 
tinuing enterprises with theoretically per- 
petual succession, that means that ac- 
counting “profits” are normally tentative 
estimates, subject in many cases to a wide 
margin of possible error. 


44. In the second place, what account- 
ants call “profit” is, in the words of an 
American economist— 

“a mixture of interest, rent and eco- 
nomic profits; it usually includes 
inventory value gains, which are non- 
recurrent; and it is probably to-day 
inflated by a serious understatement 
of capital wastage arising from pros- 
pective replacement values that are 
now far above original cost.” 27 
If this mixture could be resolved into its 
elements, it would probably be found that 
the profit element is a very small re- 
siduum, in some cases maybe even a 
negative quantity. 


45. It is highly desirable that these 
facts should be made known as widely as 
possible. The accounting profession, no 
less than the controllers of private busi- 
ness has a heavy responsibility to assist 
in this dissemination. Adoption of the 
doctrine of disclosure in accounting state- 
ments has brought with it a more urgent 
need than ever for better understanding 
of accounting limitations. Wisely, the 
profession has set its face against the 
practice of concealing or under-stating 
profits: it should now accept, as a corol- 
lary, the necessity of explaining what the 
accounting concept of profit really is, 
what are its limitations, how accounting 
profits are determined in practice, and 
what is the nature of the risks that ac- 
counting profit may never in fact be 
realized and thus become available for 
consumption. This will be a slow and 
difficult job. That should not deter us 
from undertaking it; but, while it is being 
done, we must not be unmindful of the 
misuses to which our statements are often 
put. 


46. Solution of the problem of account- 
ing for price-level changes cannot be 





7 Joel Dean: Cost Structures of Enterprises 
and Break-Even Charts: The American Economic 
Review Proceedings, May, 1948. 
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allowed to wait until popular understand- 
ing of accounting concepts is perfected. 
While we are striving for better under- 
standing, care should be taken to ensure 
that the form and content of our state- 
ments will promote improved understand- 
ing and will strengthen public confidence 
in the integrity, independence and 
capacity of accounting. That leads us 
back to the immediate problem of recon- 
ciling the need for objectivity in account- 
ing with the need for recognition of sub- 
jective estimates of risks which cannot be 
objectively measured. 


47. Disclosure of Effects of Objective 
Accounting Computations as Distinct 
from Effects of Financial Policy Decision. 


Despite what has been said above about 
the tentative nature of accounting esti- 
mates of profit, pure accounting is always 
objective; that is to say, its conclusions 
are founded upon external evidence 


which is capable of verification and not 
merely upon personal opinions or “wish- 


”? 


ful thinking.” This remains true in those 
many respects in which there is room for 
legitimate difference of opinion, for, even 
then, accounting opinions are formed in 
the light of evidence as to the underlying 
facts and in accordance with generally 
accepted accounting standards and con- 
sistent interpretation of the facts which 
are available. For example, though the 
cost of acquisition of stock-in-trade is 
partly demonstrable fact and partly an 
expression of opinion, there are certain 
permissible interpretations of cost outside 
which accounting cannot go; and the 
interpretation used in a particular case 
and for a particular purpose must be con- 
sistently applied from time to time in that 
ease and for that purpose. Cost of stock- 
in-trade may be interpreted on the com- 
peting assumptions that the earliest stock 
acquired is the first to be used or sold 
(FIFO), that the latest stock acquired is 
the first to be used or sold (LIFO), or 
that all issues of stock are drawn from a 
common pool of all stoek acquired 
(Weighted Average). Whichever of these 
assumptions is selected, it should be ap- 
plied to stock at both the beginning and 
the end of an accounting period; and, 
when the selection has been made, the 
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selected interpretation is applied to re- 
corded facts. It is true that these re- 
corded facts may themselves have been 
materially influenced by estimates, e.g., of 
overhead costs per unit, or by permissible 
alternative interpretations of other facts; 
but here again accounting is governed (or 
should be) by standards which permit 
only certain alternatives and which must 
be consistently applied. 

48. So also with depreciation. Alterna- 
tive methods of computing depreciation 
may be used, and depreciation rates are 
based on estimatés made in the first place 
by engineers rather than by accountants; 
but the methods used in a particular case 
must be consistently followed, and the 
reasonableness of engineers’ estimates is 
capable of being tested by experience 
over long periods and within wide areas. 

49. On the other hand, financial man- 
agement, in the interests of maintenance 
of safe financial structure, is thoroughly 
justified in making its own estimates of 
the amount of accounting profit which 
may safely be regarded as available for 
distribution, and the amount which it 
would be wise to retain in the business 
as a safeguard against the risks to which 
a continuing business is subject. Account- 
ing says, in effect, ““This is the earned 
profit, estimated by consistently applying 
to known facts generally accepted interp- 
retations and methods of forming ac- 
counting judgments”: financial manage- 
ment may well decide, in the light of 
other considerations as well as of account- 
ing reports, that portion of the profit so 
determined shall be withheld from dis- 
tribution. 

50. In the days of undisclosed creation 
of reserves in good years and undisclosed 
drawings upon these reserves in poor 
years, published financial statements were 
often an inextricable mixture of account- 
ing opinion and policy decisions. The new 
doctrine of disclosure in accounting lays 
emphasis on the need to distinguish 
clearly between costs, which are properly 
taken to account in the process of deter- 
mining accounting profit, and appropria- 
tions of profit to reserves as a matter of 
financial prudence. The attention which 
is now being given to the circumstances 
in which the term “reserve” is properly 
used, and those in which the term “pro- 
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vision” should be preferred is evidence of 
the importance attached in modern ac- 
counting theory to the difference between 
objectively determined profit and subjec- 
tively determined retention of profit. 

51 Those who maintain that cost should 
be recorded in terms of money-outlay do 
not ignore the evident need for wise finan- 
cial provision for replacement of assets, 
nor the inescapable fact that money- 
outlay on replacement may materially 
differ from original money-outlay on re- 
placed assets. They insist, however, that 
financing replacement is a problem of 
financial management, distinct from ac- 
counting, and that it should not be al- 
lowed to distort accounting computations 
of profit. 


This is the kind of thinking which 
lies behind the recommendations of the 
Council of the Institute of Chartered 
Accountants in England and Wales on the 
subject of accounting for stock-in-trade 
and non-current assets. Any reduction in 
stock values which exceeds the amount 
necessary to write stock-in-trade down to 
the lower-of-cost-or-market value “is a 
reserve and should be shown as such in 
the accounts.” Also— 

“any amount set aside to finance re- 
placements (whether of fixed or cur- 
rent assets) at enhanced costs should 
not be treated as a provision which 
must be made before profit for the 
year can be ascertained, but as a 
transfer to reserve. If such a trans- 
fer to reserve is shown in the profit 
and loss account as a deduction in 
arriving at the balance for the year, 
that balance should be described ap- 
propriately. In order to emphasize 
that, as a matter of prudence, the 
amount set aside is for the time being 
regarded by the directors as not 
available for distribution, it should 
normally be treated as a specific 
capital reserve for increased cost of 
replacement of assets.” 
d3. The same attitude towards the dis- 
tinction between accounting and financial 
policy is shown in the following extracts 
from Accounting Research Bulletin No. 33 
of the committee on accounting procedure, 
American Institute of Accountants— 
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“The Committee recegnizes that 
business management has the respon- 
sibility of providing for replacement 
of plant and machinery ... the com- 
mittee believes that it is entirely pro- 
per for management to make annual 
appropriations of net income or sur- 
plus in contemplation of replacement 
of such facilities at higher price- 
levels... . It believes that accounting 
and financial reporting for general 
use will best serve their purposes by 
adhering to the generally accepted 
concept of depreciation on cost, at 
least until the dollar is stabilized at 
some level. An attempt to recognize 
current price in providing deprecia- 
tion, to be consistent, would require 
the serious step of formally recording 
appraised current values for all pro- 
perties and continuous and consistent 
depreciation charges based on the 
new values. Without such formal 
steps, there would be no objective 
standard by which to judge the pro- 
priety of the amount of depreciation 
charges against current income, and 
the significance of recorded amounts 
of profit might be seriously impaired.’’ 


54. At the same time, in order to im- 
prove popular understanding of the limi- 
tations of accounting concepts, it is prob- 
ably preferable that subjective estimates 
by financial management of the portions 
of profit which should be retained to 
meet prospective increases in cost of re- 
placement or other specific risks should 
be disclosed in financial statements. If 
this is done, it should be in such a way 
as to indicate that the retentions are 
decisions of financial management and not 
part of normal accounting procedure for 
computing profits. 


There is apparent inconsistency be- 
tween the orthodox accounting view that 
amounts set aside to finance replacements 
are appropriations of profit and orthodox 
acceptance of the lower-of-cost-or-market 
rule for stock-in-trade. Full exploration 
of this inconsistency is not possible within 
the ambit of this paper. It may, however, 
be said that the lower-of-cost-or-market 
rule is a serious illogicality in accounting 
procedure; and that it would be more 
consistent with the attitude tewards 
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higher cost of replacement of non-current 
assets if any reduction below cost in the 
balance-sheet figure for stock-in-trade 
were treated as an appropriation to re- 
serve. The lower-of-cost-or-market rule is, 
in fact, justifiable on grounds of expedi- 
ency and praetical experience rather than 
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on grounds of logic. There is, however, 
this to be said, that at least the necessity 
to write down the book figure of stock-in- 
trade in cases where present net selling 
value is below cost is more capable of 
objective proof than is the possible cost 
of replacement of non-current assets at 
some future date. 


IV. ILLUSTRATIVE EXAMPLE OF THE EFFECT ON FINANCIAL 
STATEMENTS OF THE ADOPTION OF CERTAIN OF THE PROPOSALS 
FOR ALTERATIONS IN ACCOUNTING PROCEDURE 


56. The following illustration is de- 
signed to show the effect on profit and 
loss statements and balance sheets of the 
adoption of some of the proposals for 
change in accounting procedure. 

57. To simplify the illustration, it has 
been assumed that there have been no 
influences on operating results or finan- 
cial position other than changes in price- 
levels, with the exception that the rate of 
income tax has been increased from 5/- 
in the £ to 10/- in the £. The illustration 
shows the operating results and financial 
position which would be disclosed by 
orthodox accounting procedure compared 
with the operating results and financial 
position which would be disclosed by— 

(i) The index-number method (see 

paragraph 35) ; 

(ii) The replacement-cost method for 
non-current assets, combined with 
the LIFO basis for stock (see para- 
graph 38); and 
Orthodox accounting procedure, to- 
gether with appropriations to re- 
serves for estimated higher cost of 
replacement of stocks and non- 
current assets. 


(iii) 


58. The assumptions on which the illus- 
tration is based are that in Period 1, the 
period in which a business is begun, and 
for three succeeding periods, price-levels 
remain constant. At the beginning of 
Period 5, price-levels rise sharply. On the 
base of 100 in Periods 1 to 4, price-indexes 
at the beginning of Period 5 move to 150 
for capital goods and to 120 for goods 
of the kind manufactured and sold by the 
business. Costs and expenses, other than 
cost of goods sold, also rise by 20 per cent. 
Non-current assets, acquired at the begin- 
ning of Period 1 at a money-outlay of 
£20,000, are expected to have an effective 
service-life of ten periods. No additions 
are made to these non-current assets dur- 
ing the five periods with which the illus- 
tration deals. Quantity of stock sold in 
each period is precisely the same as the 
quantity of stock-in-hand at the beginning 
of the period, and this quantity remains 
constant throughout the five periods. Its 
cost, at Period 1 price-level, is £7,000; 
and at Period 5 price-level, £8,400. 
Money-margins on sales, volume of opera- 
tions, and dividends paid also remain 
constant throughout the five periods. 


EFFECTS ON FINANCIAL STATEMENTS OF PROPOSED CHANGES 
IN ACCOUNTING METHODS 


Price Index Numbers— 
Period 1 : 
End of Period 4 .. 
Beginning of Period 5 .. 
Income Tax Rates— 
Period 1 
Period 5 


Stock 


Non- 
current 
Assets 


100 
100 
150 


Other Costs 
and 
Expenses 


100 
100 
120 


100 
100 
120 


5/- in £ 


10/- in £ 
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Accounting and Price Level Changes—continued 
PERIOD 5 .............. 
(d) 
Orthodox 
Accounting 
PERIOD 1 (a) (b) (c) Method, with 
Orthodox Orthodox Indez- Replacement Appropria- 
Accounting Accounting Number Cost Method tionsof Profit 
Method Method Method (Stock on to Reserves 
LIFO Basis) for Higher 
Replacement 
Costs 
PROFIT AND LOSS STATEMENT . 
£ £ 


£ £ £ 
Sales at ‘s ‘“ — os -. £21, 000 £21,000 £21 7000 £21,000 








Stock at beginning of period—at cost 7 a“ 7,000 7 "000 7,000 
Stock acquired—at cost, a de- 

preciation .. J “a 8,400 8,400 8,400 
Depreciation of non- current ‘assets— 

10% p.a. .. ue <a 2,000 .. 3,000 3,000 2,000 
Other costs and expenses _ ct 5,000 .. , 6,000 6,000 6,000 








21,000 .. 23,400 24, 
7 


400 24,400 23,400 
Less stock at end of period—at cost 7,000 .. 8,400 ,00 


0 7,000 8,400 








Total costs and expenses for period.. £14,000 .. 15,000 17,400 17 400 15,000 








on Qn Oo FR DF me CP 


Profit for year, before providing for 
tax thereon - a 6,000 .. 6,000 3,600 3,600 6,000 
Income tax payable thereon .. si 1,500 .. 3,000 3,000 3,000 3,000 








Profit for year, after providing for 
tax thereon ‘a thes “¥ 4,500 .. 3,000 600 600 3,000 
Dividends proposed .. es im 3,000 .. 3,000 3,000 3,000 








Balance of profit for year, after 

providing for proposed dividends 1,500 .. 2,400 2,400 
Unappropriated profits brought for- 

ward from previous years ae - 6,000 6,000 








Total unappropriated profits. . is oD en , £3,600 £3,600 








less appropriations to— 
Stock reserve ‘ 
Excess replacement cost reserve 
(non-current assets) .. je o* (Provision) 4,000 


Total appropriations 


Unappropriated profits carried for- 
ward - 2% - es 





BALANCE SHEET 
Capital 
Unappropriated profits” 
tice-change capital reserve .. 
Stock reserve 
Excess replacement cost reserve (non- 
current assets) oe 








Total Capital, Reserves and Undis- 
tributed Profit .. - os j oe J £41,000 £29,600 





Net ‘‘money-value’’ assets (cash, 

book debts, ete., less liabilities) na ’ 17,600 17,600 
Stock-in-trade, at ‘‘cost’’? .. =< 8,400 7,000 
Non-current assets, less provision for 

depreciation and/or replacement J ‘ J 15,000 5,000 


Total net assets 3 ae es : = ; £41,000 £29,600 
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Accounting and Price Level Changes—continued 


59. In Periods 1 to 4, profit, after pro- 
viding for incoming tax, is £1,500 a 
period ; and, since there has been no varia- 
tion in price-levels, this money-profit is 
identical with real profit. In Period 5, 
because of the change in price-levels, 
money-profit is not the same as real 
profit. Money-profit, determined by 
orthodox accounting procedure, after pro- 
viding for income tax, is £3,000. Real- 
profit, after providing for income tax 
(which is unaffected by the accounting 
procedure adopted), is £600, determined 
by computing depreciation on estimated 
replacement-cost instead of on original 
money-outlay, and by bringing stock-in- 
trade to account on the basis of LIFO 
cost instead of FIFO ecost. Accumulated 
money-profits at the end of Period 5 are 
£6,000. If, however, appropriations are 
made to reserves for higher cost of re- 
placement of stock, £1,400, and non- 
current assets, £5,000, this accumulated 
unappropriated money-surplus is con- 
verted into an accumulated deficiency of 
£400. By the replacement-cost method, 
also, the accumulated deficiency is £400; 
and, by the index-number method, the 
accumulated unappropriated profit is 
£3,600. 

60. The difference between the accumu- 
lated unappropriated profit shown by the 
index-number method (£3,600) and the 
accumulated deficiency shown by the 
other two methods (£400) is caused by 
the fact that by the index-number method 
arrears of depreciation on higher replace- 
ment-cost (four periods at £1,000 = 
£4,000) are credited to the non-current 
assets account by transfer from price- 
change capital account, whereas by the 
other two methods they are credited to 
the asset account by transfer from accu- 
mulated profit. 

61. An interesting problem arises here. 
Should arrears of depreciation on higher 
replacement-cost be taken into account, or 
should increased depreciation be charged 
only for the period in which price-levels 
ehange? By the index-number method, in 
effect only the current period’s additional 
depreciation is provided for. In the ex- 
ample, depreciation for Period 5 is in- 
creased from £2,000 (computed on orig- 
inal money-outlay) to £3,000 (com- 


April, 1950 


puted on replacement-cost). Depreciation 
charged to profit and loss account for 
Periods 1 to 4 has previously been com- 
puted on original money-outlay, and ad- 
ditional depreciation to bring the accumu- 
lated provision up to four-tenths of re- 
placement-cost in Period 5 is now charged 
to price-change capital account. This is 
tantamount to adjusting the book value 
of the non-current assets to the wnamor- 
tized portion of replacement-cost only. In 
the current profit and loss statement depre- 
ciation for the current period is thus ex- 
pressed in terms of real cost, and in the 
balance sheet non-current assets then in 
use are expressed in terms of real capital. 
So far as accounting treatment is con- 
cerned this seems to be all that is neces- 
sary.*5 On the other hand, the example 
shows, by the method of appropriation to 
reserve for increased cost of replacement, 
the reservation of sufficient accumulated 
unappropriated profits to cover arrears of 
depreciation on higher replacement-cost 
as well aS the current period’s reservation. 
It would, of course, be possible by this 
method to reserve only the current 
period’s proportion; and, if this were 
done, the accumulated unappropriated 
profit would be shown at the same figure 
as under the index-number method. 

62. So far as the balance sheet is con- 
cerned, orthodox accounting procedure 
results in the showing of stock-in-trade at 
£8,400 (FIFO basis) and non-current 
assets at £10,000 (i.e., the unamortized 
half of original money-outlay of £20,000). 
By the method of appropriations to re- 
serves for higher replacement-costs, these 
asset figures are unaltered. By the index- 
number method, stock-in-trade is shown 
at £8,400 (FIFO cost) and non-current 
assets at £15,000 (i.e., the unamortized 
half of estimated replacement-cost of 
£30,000). Price-change capital account 
stands at £7,400, representing estimated 
inereased cost of replacement of stock-in- 
trade, £1,400, and of non-current assets, 
£10,000, less four periods’ arrears of de- 
preciation on higher replacement-cost of 
non-current assets, £4,000. Depreciation 
on higher replacement-cost for the fifth 


**See Harry Norris: Depreciation Allocations 
in Relation to Financial Capital, Real Capital and 
Productive Capacity: Accounting Research, July, 
1949. 
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period has been charged to the profit and 
loss account of that period. By the re- 
placement-cost method,  stock-in-trade 
stands at £7,000 (LIFO cost) and non- 
eurrent assets at £5,000 (i.e., original 
money-outlay, £20,000, less depreciation 
for five periods on estimated replacement 
cost, £15,000). 

In all cases, the amount of net ‘‘money- 
value’’ assets, that is excess of cash, book 
debts, and the like over current liabilities, 
is identical. So far as ability to finance 


replacements at higher cost is concerned, 
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no difference whatever has been produced 
by any of the proposed changes in ac- 
counting methods. 

The fact is, of course, that ability to 
finance replacements at higher cost de- 
pends, not upon,accounting procedure in 
general-purpose accounting records or 
statements, but upon the amount of profit 
which is earned and which can be re- 
tained after payment of income taxes and 
dividends. Financing of replacement is 
thus not an accounting problem but a 
compound of problems of pricing, the 
incidence of taxation, and financial 
prudence. 


V. SUMMARY AND CONCLUSIONS 


63. The argument which has been de- 
veloped in this paper and the conclusions 
which may be drawn therefrom are now 
summarized : 

Accounting has a variety of purposes. 
It is proper, and indeed it may be neces- 
sary, that different accounting concepts 
should be used for different purposes. 
These differences in concepts may make 
it desirable to keep more than one set of 
records. They probably also make it de- 
sirable that more than one set of account- 
ing statements should be prepared, each 
for a particular purpose. Commonly, two 
sets of records and statements are pre- 
pared—one for general-purpose account- 
ing and the other for cost accounting. 
There is no good reason why these two 
sets of records and statements must be 
maintained and presented upon an identi- 
cal basis. They should, however, either be 
integrated or be capable of easy recon- 
ciliation, and new forms of general- 
purpose statements may help to make 
reconciliation easier. 

64. For most, if not all, purposes of cost 
accounting, real costs, real profits and 
real capital are appropriate concepts. 
Recovery of real costs is, however, not 
effected merely by book entries: whether 
or not costs are recovered depends upon 
selling prices. Selling prices are deter- 
mined by such influences as competition, 
Pricing policy, and price- and _profit- 
contro]. 

Nor is the accumulation of funds for 
replacement of existing assets affected by 


mere book entries. More important than . 


book entries are the extent of profit mar- 


gins, taxation rates, dividend policy, re- 
tention of profit to meet contingencies, 
and over-all financial planning. 

65. For general-purpose accounting, no 
perfect solution has yet been found to the 
problem of translating money-profits into 
terms of real profits. In times of rising 
prices, orthodox accounting methods may 
conceal the fact that financial policy in 
regard to dividends is unwise and that 
real capital is not being maintained be- 
cause insufficient profit is withheld to pro- 
vide for the additional cost of replace- 
ment of non-current assets. These facts 
may be brought to light, without obseur- 
ing the important distinction between 
accounting and financial policy, by ap- 
propriations of profit to specific reserves 
not regarded as available for distribution. 
Statements prepared on this footing dis- 
close the information needed for general- 
purpose accounting, ineluding social 
accounting. 

66. There are objections to the adop- 
tion of any of the proposals which have 
yet been made for change in the basis on 
which accounting records are kept and on 
which general-purpose aceounting state- 
ments are presented. One major cbjection 
to all the proposals is the impossibility of 
predicting future money-outlays for re- 
placement of non-current assets which 
may not be replaced for many years. This 
impossibility probably makes it prefer- 
able that general-purpose accounting 
shall continue to be based on recorded 
money-outlay, which is objectively deter- 
minable. Another serious objeetion is the 
risk that, since estimates of future money- 
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outlay on replacement must necessarily 
be subjective, abandonment of the his- 
torical money-outlay basis might lead in- 
directly to restoration of the practice of 
smoothing out disclosed4profits by the use 
of undisclosed reserves. Those of us who 
have rejoiced in the spectacle of the de- 
vice of secret reserves being thrown down 
the front steps of accounting will not con- 
template with equanimity the prospect of 
its surreptitious re-enry by way of the 
back porch. 

67. The long-range goal of accounting 
should be the evolution of methods, such y 
as those advocated by Henry W. Sweeney 
in Stabilised Accounting, by which supple- 
mentary statements might be presented, 
converting general-purpose accounting 
statements into terms of current purchas- 
ing-power. Difficulties likely to be experi- 
enced in reaching this goal are selection 
of suitable index-numbers, education of 
users of accounting statements as to the 
significance of such supplementary state- 
ments, and maintenance of confidence in 
the work of the accountant. 

68. Until this goal has been reached it 
will probably be wisest to continue to 
base general-purpose accounting on the 
money-outlay interpretation of cost. In 
the words of George Moller,?® “Let us 
cling to historic costs as a basis for depre- 
ciation charges, lest we come under sus- 
picion of pretending to have superhuman 
powers of foresight.” 

69. Of the other proposals for change 
which are being advocated, the method 
which has been described in this paper as 
the index-number method is the most at- 
tractive. Its adoption would have the 
effect of bringing out clearly the relation- 
ship between current real profits and 
eurrent dividend distributions and it 
would result in a more consistent basis 
of balance-sheet statement of all assets 
than does the orthodox accounting 
method, even when that method is supple- 
mented by appropriations to replacement 

reserves. It would of itself, however, have 
no effect whatever on the accumulation 
of funds for replacement. This method, 
like the method of stabilized accounting, 


"The Canadian Chartered Accountant, July, 
1949. 
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would present serious practical difficulties 
in selection of suitable price-indexes, 

70. The replacement-cost method would 
result in a profit and loss statement 
closely resembling that produced by the 
index-number method, but the balance 
sheet under this method would be even 
more completely out of touch with reality 
than it is under the orthodox method. 
Inevitably, at some point before the effee- 
tive service-life of non-current assets had 
expired, asset accounts would have be- 
come credit balances, with almost ludi- 
crous effects on the balance-sheet. 

71. The majority of accounting authori- 
ties are unconvinced that any change in 
basic general-purpose accounting methods 
is desirable in present circumstances. 
There is, nevertheless, a strong body of 
opinion within the _ profession _ that 
changes of one kind or another should 
be made. Results of a questionnaire 
issued by the American Institute of 
Accountants to business’ executives, 
economists and statisticians, labour repre- 
sentatives, accounting teachers, lawyers, 
government officials and others, have 
shown that there is a similar division of 
opinion outside the profession. The ques- 
tionnaire sought from 410 persons an 
answer to the question— 

“Do you think that a substantial 
change in accounting methods is 
necessary to provide satisfactory re- 
porting of corporate income in view 
of recent changes in price-levels?!” 

No replies were received from 205. Of the 
remaining 205, 17 expressed no opinion, 
54 favoured some change, and 134 were 
opposed to change. Of those who 
favoured change, 48 per cent. said they 
thought it would be sufficient to supple 
ment the conventional figure for net 
income with an additional statement 
showing what the income would be if de 
preciation charges were based on the 
current value of plant and _ facilities; 
52 per cent. thought that the first figure 
given for net income should have depre- 

ciation on current values deducted. 01 
the other hand, 41 per cent. of those who 
opposed change thought that some supple 
mentary information should be given. 

72. One final consideration should be 
mentioned. It is above all desirable that 
any change, if change is to be made, 
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Accounting and Price Level Changes—continued 
should be generally accepted and uni- 
formly applied. For the reputation and 
usefulness of accounting, nothing could be 
worse than the publication of general- 
purpose accounting statements prepared 
on a variety of. fundamentally different 
bases. As the institutes have been careful 
to point out, the form of published finan- 
cial statements of companies is a matter 
for the discretion of boards of directors, 
subject to statutory requirements. The 
role of the accountant in this respect is to 
advise and persuade directors to comply 


with good standards of disclosure. Possi- 
bilities of suecessful persuasion will be 
greatly lessened if there are no generally 
accepted accounting standards on which 
he may rely for support. The first step in 
revision of methods of presentation of 
accounting statements should be develop- 
ment of accounting standards by the pro- 
fession itself; the next, effort to obtain 
general acceptance by accountants of 
standards so developed; and finally, and 
not till then, efforts to persuade indi- 
vidual boards of directgrs to conform to 
the generally accepted standards. 


COMPANY LAW 


by 


R. Keirn Yorston 


An amendment to the company statute 
in any State is of interest, for repercus- 
sions frequently occur in the Companies 
Acts of other States. In December, 1943, 
anew Companies Act was passed by the 
Legislature in Western Australia and that 
State acquired what purported to be the 
most modern Companies Act in Australia. 
Although this Act only came into opera- 
tion on 29th December, 1947, it is interest- 
ing to note that it has already been the 
subject of three amending Acts. The 
latest amendment was assented to on 26th 
October of last year and the Act is now 
tited as the Companies Act 1943-1949. This 
latest amendment contains some important 
changes, although much of it is of a 
machinery nature. 


Secretary 


_ The definition of the term officer in the 
interpretative section of the Act (s. 3) is 
how widened to mean “manager or secre- 
tary,” 


Publication of Name 


The old Act required the publication of 
w@ company’s name, inter alia, on all 
hotices, advertisements’’ of the company. 


This is now changed to publication, inter 
alia, on ‘‘all business letters of the com- 
pany and in all notices,’’ and the penalty 
clause is amended accordingly. 


Register of Members 

This may now be ‘‘closed’’ for 56 days 
in each year instead of the 28 days for- 
merly allowed. ’ 


Resolutions 

The old Act required filing with the 
Registrar-General within 28 days of all 
special resolutions passed. This is now 
ehanged to require filing of a copy of 
‘“special resolutions which alter the capital 
or the memorandum or articles of a eom- 
pany.’’ 


Annual “Accounts” 


The annual finaneial statements may 
now be made up to a date not earlier than 
six months before the general meeting of 
the company instead of three months as 
hithertofore, or up to nine months in the 
case of a company having interests outside 
Australia instead of the previous six 
months. 
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Company Law—continued 


Auditors 

A partnership registered under the pro- 
visions of the Business Names Act, 1942- 
1946, may be appointed auditors under the 
business name so registered, if every 
partner resident in Australia is registered 
as an auditor under the Act. 


Disqualification of Auditors 


The existing section is repealed and re- 
replaced by the following section: 

**138. (1) In this section— 

‘company’ for the purpose of para- 
graph (a), (b) and (d) of sub- 
section (2) includes the company’s 
subsidiary or holding company, and 
a subsidiary of its holding company ; 

‘holding company’ has the same mean- 
ing as in section one hundred and 
twenty-nine of this Act; 

‘officer or servant of the company’ 
does not include an auditor of the 
company. 

‘(2) Subject to the provisions of the 
next succeeding subsection, no person shall 
be qualified for appointment, or act, as 
auditor of the company while 

(a) a director or officer or servant of the 
company ; 

(b) a partner or employee of an officer 
or servant of the company, or the 
employer of an officer of the com- 
pany ; 

(ce) a body corporate ; 

(d) indebted to the company in a sum 
exceeding two hundred pounds. 
Penalty—Fifty pounds. 

**(3) The provisions of the last preced- 
ing subsection shall not apply to any per- 
son referred to in paragraphs (a) and (b) 
of that subsection where 

(a) the company is a proprietary com- 
pany ; and 

(b) the person has been appointed 
auditor of the proprietary company 
by a special resolution.’’ 





~~ 





Register of Directors 

The period within which changes in the 
register of directors must be filed with 
the Registrar is extended from 14 to 28 


days. 





(Continued on page 149) 


April, 1950 


Commencement of Business 

The old Act provided that a company 
having a share capital which had not is- 
sued a prospectus had, inter alia, to file a 
statement in lieu of prospectus. The Act 
is now altered so that every company hay. 
ing a share capital which has not issued a 
prospectus ‘‘or which has issued a pros- 
pectus but has not proceeded to allot upon 
applications received in consequence of the 
prospectus, any of the shares offered to the 
public for subseription’’ shall, inter alia, 
file a statement in lieu of prospectus. 


Requirements as to Prospectus 
Among the alterations to the prospectus 
sections is the following new section: 
**368A. Notwithstanding anything 
in the last two preceding sections, 
where a prospectus complying with 
those sections has been issued, it shall 
not be necessary in any advertisement 
of that prospectus in a public news- 
paper to insert the particulars or mat- 
ters required by those sections, except 
those with respect to the date, the fact 
that a copy has been duly filed, the 
names, descriptions, and addresses of 
the directors or proposed directors, 
and the number of shares subscribed 
by them, respectively, and with re- 
spect to the minimum subscription on 
which the directors may proceed to 
allotment, provided that the advertise- 
ment— 
(i) states— 

(a) that the advertisement is 
an abridgment of a pros- 
pectus ; 
that copies of the abridged 
prospectus and the full 
prospectus have been filed 
with the Registrar; 
where in the City of Perth 
in the State, copies of the 
full prospectus and forms 
of application for shares 
may be obtained; ;and _ 

(d) the primary object with 
which the company was 
formed ; 

(ii) states that applications for 
shares will be received only 
one of the forms of application 
referred to, and, as the cas 
may be, either endorsed upol 


(b) 


(e 
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or annexed to, but detachable 
from, the’ full prospectus; and 
does not contain anything to 
which the said requirements 
apply, and which is not in the 
prospectus, or is inconsistent 
with the prospectus.”’ 


(iii) 


Loose Leaf Books 


An important new provision allows an) 
register, index or accounts required by a 
company to be kept either by making en- 
tries in bound books or by recording the 
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matters in question in any other manner. 
Where such entries are not kept in bound 
books, adequate precautions must be taken 
for guarding against falsification and 
penalties are provided for not taking 
adequate precautions against falsification. 


Table A 

Clauses 41, 44 and 68 of 
been amended. 
Table B, Sixth Schedule 


Alterations have also been made in 
Table B and the Sixth Schedule. 


Table A have 





CURRENT PROBLEMS DISCUSSED 
IN OVERSEAS JOURNALS 


PUBLISHED ACCOUNTS 


Accountants throughout the world 
have naturally been interested in the ex- 
perience of the working of the accounts 
provisions of the United Kingdom Com- 
panies Act 1948. Therefore, particular 
value attaches to a survey by Mr. T. B. 
Robson of fifteen months’ experience of 
the Act, which appeared in The Account- 
ant, of 19th and 26th November. Mr. 
Robson thinks that the Act marked an 
epoch in accounting history. The revolu- 
tion of thought on the whole subject of 
published accounts which was evidenced 
by the series of recommendations by the 
Institute of Chartered Accountants in 
England and Wales was given statutory 
sanction by the Act. This was achieved 
by a degree of flexibility which many must 
have thought impracticable in a Statute. 
On the whole, the accounting provisions 
have been found to be remarkably work- 
able in practice. The Board of Trade has 
not been backward in exercising its powers 
to adapt the accounting requirements to 
particular circumstances. A notable illus- 
tration was its willingness to mitigate the 
over-rigid provision regarding the classi- 
fication of assets into two classes, current 
and fixed. , 


The position of the auditor has been 
strengthened without imposing undue bur- 
dens on him, but a field of potential dis- 
putation between and auditors 
has been created by the responsibilities 
laid on the auditor in connection with the 
disclosure of directors’ emoluments. Audi- 


directors 


tors’ reports have become long and wordy, 
and tend to look too much as if they were 


There 
towards 
sheets. 


designed to evade 
has been no marked 
standardized forms of balance 
Some companies have adopted the vertical 
form, but Mr. Robson is not prepared to 
say that it is likely to become common in 
the near future. He has been impressed 
by the superiority ot simple balance sheets 
with details in supplementary notes or 
schedules. 

The remarkable changes in the 
form of accounts since the passing of the 
Act have been the disclosure of reserves, 
and the issue of consolidated and similar 
accounts. These changes have been most 
impressive. By far the greater majority 
of group accounts have been consolidated 
statements, but a sufficiency of other forms 
has been used to justify the flexibility 
allowed by the Act. A great change has 


B 


responsibility. 
tendency 


most 
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Current Problems in Overseas Journals—contd. 
come over profit and loss accounts, in 
respect of which the tabular form is pre- 
ferred in most cases. 

Other points discussed in detail in the 
article are the treatment of liability for 
future income tax, the method of stating 
assets and depreciation thereon, and the 
treatment of amounts set aside for extra 
cost of replacement as reserves. This is 
thought to be mandatory. In most cases, 
amounts so set aside have not been treated 
as charges in arriving at profits, but in a 
number of instances the resultant balance 
in profit and loss has been so described as 
to indicate that it is a residue of profits 
after making the transfer to reserve. 

Mr. Robson points out that the Act does 
not specifically require the basis of valua- 
tion of current assets to be stated, but con- 
sistency of basis or disclosure of the effect 
of change in a basis is required by the pro- 
visions governing the profit and loss 
account. Where the basis of stock valua- 
tion is not stated, the inference is that it is 
cost-or-market or some other generally ac- 


cepted method in the trade concerned. So 
far as the profit and loss account is con- 
cerned, as time goes on, an easy apprecia- 
tion of the significance of the figures of the 


year and facility for their comparison 
with those of other years will become more 
widely accepted as desirable accounting 
practice. 

Some individual problems have arisen. 
One is the nature of the distinction be- 
tween capital reserves and revenue re- 
Serves. In some cases also there is diffi- 
culty in distinguishing between reserves 
and provisions. The obligation to make 
this distinction is taken seriously, and the 
definition of provision contained in the 
Act generally enables a decision to be 
reached. Still another problem is how to 
get the dividends recommended by direc- 
tors of subsidiaries approved by general 
meetings in time for inclusion as accounts 
receivable by their immediate holding 
company, and, in turn, proposed and ap- 
proved for distribution by companies 
higher up in the chain of companies. 

One interesting and perhaps unexpected 
result of the Act has been that many 
private companies are now giving to share- 
holders less detailed profit and loss infor- 
mation than they previously gave, because 
their accounts must now be filed. 
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Courtland Elliott, in The Canadian 
Chartered Accountant, November, ex- 
amines the limitations and uses of pub- 
lished financial statements. Published 
statements are put to different uses by 
economists, valuers of equities, and in- 
vestment counsel. At present, their most 
serious deficiency is lack of information 
as to sales and cost of goods sold. ‘‘Too 
little effort is made to inform the public 
of the gap between the published figures 
and the realities of the situation, or to 
acknowledge the developing inconsistencies 
which may mar the continuity of com- 
parative statements from year to year.’’ 

In the same issue of The Canadian Char- 
tered Accountant, Earle C. King on 
Reporting Financial Data to Present and 
Prospective Investors, notes the trend 
towards comparative statements, and the 
substantial improvement in recent years 
(largely attributable to the influence of 
the Stock Exchange and the Securities and 
Exchange Commission) in such respects 
as the form of profit and loss statement, 
and the handling of appropriations of 
profits. He thinks that the principal de- 
fects in American published statements at 
present are non-disclosure of sales and cost 
of goods sold combining cost of goods sold 
with other operating expenses; failure to 
classify inventories and to indicate the 
basis of valuation; failure to classify fixed 
assets and to disclose the amount of accu- 
mulated depreciation; and failure ade- 
quately to describe capital stock issues. 

The Accountant, of the 10th December, 
contains A Critical Review of Published 
Accounts, Reports and Presentation by 
P. M. Rees. This is the first of three dis- 
cussions before the London and District 
Society of Chartered Accountants. The 
article makes three fundamental points. 
Accounts should— 

(a) be informative, 

(b) be elear as to essentials, and 

(c) show the real trend of results. 
Explanations of items in the accounts 
should accompany the accounts, and not be 
left to be dealt with in the chairman’s 
speech at a later date. Items should be 
grouped so as to bring out the main fea- 
tures, and kept as clear as possible of de- 
tail and notes, which should be shown on 
separate schedules. The main features in 
the accounts should be summarized clearly 
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and simply in a separate statement so that 
they can be understood by those not versed 
jn accounts or accounting terminology. 


The essential features of the accounts 
should be summarized over a series of 
years in a separate schedule so as to show 
the real trend of results and of move- 
ments in capital employed and in net 
eurrent assets. A holding company’s 
profit and loss account should always be 
framed as a consolidated profit and loss 
account. Profit and dividends should be 
related to shareholders’ funds as well as, 
and preferably instead of, being related to 
issued share capital. Turnover in value 
and in quantity should be given when, 
but only when, this gives a more informa- 
tive and realistic picture of a company’s 
activities. Suitable forms should be care- 
fully thought out, and altered only in ex- 
ceptional cases. Mr. Rees offers the valu- 
able advice to ‘‘Think what others want 
to know, and not only what you want-to 
tell them.’’ 


. 

In The Accountant, of the 29th October, 
R. W. Moon examines the Theory of Re- 
placement Costs. He contends that con- 
ventional accounting methods go awry 
when the price-level rises over a period of 
years and settles down at or near the 
higher level, as it did between 1914 and 
1921, and. between 1939 and 1949. In these 
circumstances, capital is maintained by 
ploughing back money ‘‘profits.’? When 
inflated money profits coincide with penal 
rates of taxation, this may not be possible, 
and, as fixed assets are scrapped, addi- 
tional money capital is needed. 

He concludes that conventional methods 
of measurement of profit may be grossly 
misleading; the historical cost basis might 
be used, supplemented by specific alloca- 
tions to or from revenue to denote the 
excess allowance needed to restore real 
capital for both fixed assets and stock; 
and that present tax practice imposes a 
haphazard kind of capital on industry. 
The annual wear and tear of British 
capital requires, at current costs, some 
£900m. to make it good; estimated depre- 
ciation allowances for 1948 total £700m. 
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In the same issue of Tie Accountant, 
Harry Norris discusses Fixed Assets and 
Current Assets, Illogicalities of Classifica- 
tion. He maintains, as was maintained in 
a paper given before the Australian Con- 
gress of Accounting, that division of assets 
into fixed and current assets is indefens- 
ible. No one has been able to devise a 
precise rule for deciding which assets are 
fixed and which current. The test of not 
being held for conversion into cash does 
not hold water: the distinction is merely 
that a fixed asset lasts longer than a ecur- 
rent asset. Is this distinction sufficient to 
merit the discrimination in usage whereby 
a fall in value must be recognized in one 
case but not in the other? Stock is more 
properly associated with plant than with 
cash and book debts. 

The case for deducting costs in terms of 
current price-level instead of dealing 
simply with historical costs is universally 
known, even if it is not unanimously ap- 
proved. The illogicality of the differen- 
tiation between the treatment of fixed and 
current assets serves to bring home the 
weakness of orthodox theory on this point. 


ACCOUNTING AND PRICE-LEVELS 


Undistributed profits of £25m. will be 
swallowed up in filling the gap, leaving 
virtually nothing for financing stock re- 
placement or for genuine expansion and 
development. 

The Accountants’ Journal, November, 
contains a bulletin issued by the Canter- 
bury Chamber of Commerce showing the 
effect of inflation on the measure of depre- 
ciation, on capital, on transfers of income, 
and on organization. 

In U.S.A., George D. Bailey, in The 
Journal of Accountancy, November, dis- 
eusses Accelerated Depreciation: Criteria 
for its Use. Accelerated depreciation 
means that more depreciation is provided 
in earlier years than in later. This method 
is not related to depreciation on replace- 
ment cost, and is by no means a substitute 
therefor. It is the outgrowth of dissatis- 
faction with straight-line depreciation. 
The criteria suggested are: 

Accelerated depreciation must be re- 
related to use: in other words, deprecia- 
tion should start after the property is 
in use. ¥ 
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The period selected for accelerated 
depreciation should be one reasonably 
related to the management decisions 
involved in the purchase, and must have 
some fair relation to the economic risks 
or expectations as well. 
Aggregate depreciation, including the 
acceleration, must be sensible over-all. 
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Some depreciation must be taken over 
the full period of expected usefulness, 


Depreciation must be based on cost. 


The policy, once adopted, should be 
continued from year to year: it should 
be reduced to writing and stockholders 
and others should be fully informed of 
the change and its effect. 


PROFESSIONAL EDUCATION 


In The Canadian Chartered Accountant, 
November, W. G. H. Jepheott outlines the 
system in operation in Canada for the 
training of chartered accountants. In most 
institutes in Canada a student is entitled 
to become registered or articled as a 
student-in-accounting, and to serve in the 
office of a practising‘accountant for five 
years. This period is subject to reduction 
in the case of university graduates. There 
is_a prescribed course of five years study 
in three stages— primary, intermediate 
and final. The primary stage covers ac- 
counting (two papers), mathematics (one 
paper), mercantile and statute law (one 
paper). The intermediate stage comprises 
accounting (two papers), auditing (two 
papers), mercantile and statute law (two 
papers). The final consists of four papers, 
namely, accounting, including business in- 
vestigations, costs, budgetary control and 
systematizing; income tax, company law 
and other Dominion statutes; and con- 
solidations, executorships, and_ trustee- 
ships; and auditing (two papers). Many 
institutes also require study of economics. 


The course most generally used is a 
correspondence course conducted on behalf 
of’ the Institute of Chartered Accountants 
of Ontario by the School of Commerce and 
Administration of Queen’s University, 
Kingston. In British Colombia, the course 
is on a lecture basis rather than by 
correspondence. 


MANAGEMENT 


A leading article on Management and 
the Accountant, in The Accountant, of 
3rd December, comments on a_ paper 
given by F. R. M. de Paula to a British 
Institute .of Management Conference in 
which the question was asked whether top 
management is sufficiently clear as to the 


Appropriately, The Accountant, of 1st 
October, the 75 years’ anniversary number 
of that journal, contains an article by 
Professor Donald Cousins on the Advance 
of Professional Education. Professor 
Cousins distinguishes three periods. In 
the period up to 1914 accountancy educa- 
tion was concentrated on purely factual 
knowledge. Underlying principles were 
thought to be irrelevant and not to lend 
themselves to rigid and precise definition. 
In the period between 1914 and 1939 there 
was a great growth of teaching of account- 
ing in municipal, technical and commer- 
cial colleges, as well as in private institu- 
tions. The syllabus of examinations was 
widening, with such subjects as costing 
and taxation growing in importance. In 
this period, it was becoming recognized 
that there was a need for a better and 
more adult type of professional literature. 
The period since 1945 has been marked 
by the recommendations on accounting 
principles of the Institute of Chartered 
Accountants, by refresher courses for ex- 
servicemen and others, and by fuller co- 
operation between institutes and univer- 
sities. The accountancy profession is now 
coming into line with its older sisters in 
academic fields, and is becoming more 
closely associated with the schools of com- 
merce and economics in the universities. 
The growing importance of accounting in 
the public services may be destined to have 
important and far-reaching consequences. 


ACCOUNTING 


type of accounting information required 
for control purposes. Mr. de Paula 
thought the answer was ‘‘No.’’ Informa- 
tion is often presented in a form which is 
unsuitable for use by top management, 
because it is too complicated. Top man- 
agement is concerned with policy, and 
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should not be confronted with a mass of 

figures, appreciation of which requires 

eareful study and accounting knowledge. 

J. L. Marley, in Cost and Management, 
October, has an interesting article on Pro- 
duction Control for Cost Reduction. The 
objectives are: 

Improvement of records and physical 

control of inventories ; 

Establishment of sound, long-range pro- 
duction planning policies and methods ; 
and 
Development of improved systems and 

paper work controls designed to 
streamline and reduce clerical and 
indirect shop cost. 

The article lists twelve major factors 
contributing to increased manufacturing 
cost, and ten elements which should be 
studied in evaluation of those projects 
which normally offer the greatest oppor- 
tunity for cost reduction. 

In the same issue of Cost and Manage- 
ment, Ivan M. Farmer describes the 
purposes and methods of differential cost 
analysis. The usefulness of differential 
costs depends upon their reliability, and 
the degree of accuracy used in segmenting 
their component parts into fixed, semi- 
fixed and variable costs. The article is 
illustrated by a hypothetical case of the 
use of differential cost analysis based on 
flexible budgeting. 

In Cost and Management, November, 
Stanley Z. Bronner describes Organising 
for Improvement in the Break-Even Point. 
Break-even points must be lowered in the 
face of declining prices. In Canada this 
has necessitated adjustments to some man- 
agement habits acquired during the long 
period of rising prices, Ten kinds of 
effort are necessary to lower break-even 
points. These are: improve efficiency, in- 
crease sales, save time and manpower, ad- 
just incentive rates fairly, re-classify em- 
ployees where necessary, reduce waste and 
spoilage, save freights, cut out useless ser- 
vices, retire those not able to do a day’s 
work and from whom it is not fair to 
expect increased effort (with proper con- 
sideration of a reasonable basis of separa- 
tion), and welcome suggestions from 
employees. 
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In Cost and Management, November, 
Robert C. Cumming describes a Combina- 
tion Payroll and Labour Distribution 
System in use in a concern employing 
1,000 people, most of whom are on an 
individual .incentive piece-work basis sup- 
ported by guarantees. 

F. Leadbetter, in The Cost Accountant, 
November, discusses in general terms the 
Function of an Industrial Accounting 
Department in a manufacturing organiza- 
tion. The article includes interesting 
comments on the nature of the training 
required by an industrial accountant and 
the relationship between industrial ac- 
counting and other departments, and be- 
tween associations of cost accountants and 
of financial accountants. 

In the same issue of The Cost Account- 
ant, David Williamson examines various 
methods of accounting for depreciation 
and asset replacement for both financial 
accounting and cost accounting purposes. 

Ian T. Morrow, in The Cost Accountant, 
December, the Contribution of 
Cost Accountancy to Industry. Its fune- 
tion is to provide management with the 
figures and reports they require for con- 
trol. Reports should guide management 
in the endeavour to maximize profit, and 
assist it in assessment of the achievement 
of the organization in carrying out the 
plan. It is not part of management, and 
is not responsible for the creation or execu- 
tion of policy. He sounds a warning note 
on the danger of control for control’s sake. 

In the same issue of The Cost Account- 
ant, J. L. Hilton enquires What is the 
Use of a Total* Cost? Strictly, variable 
costs should be shown separately from all 
Confusion results from allo- 
cating a share of fixed charges to service 
departments. Classification of accounts 
should be arranged with considerably more 
than is ecusfomary: each primary 
account should contain expenditure of a 
strictly homogeneous character. Finally, 
there are different for different 
purposes. 

Another article in The Cost Accountant, 
December, by J. A. Aplin, deals with the 
scope of production control and the eir- 
cumstances in which it is necessary. He 
stresses the need for co-operation between 
‘natural allies’’— cost accountancy and 
production control. 


discusses 


other costs. 


care 


eosts 
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The Journal of Accountancy, November, 
contains excerpts by the staff of the jour- 
nal from addresses at the annual meeting 
of the Controllers’ Institute of America, 
in September, 1949. Topics discussed at 
the meeting included controllers’ func- 
tions; education; distribution costs and 
how unprofitable commodities, customers 
or orders can be made profitable; central- 
ized and decentralized accounting; sales 
forecasting; annual reports (which are 
described as the most potent weapon in 
the hands of American industry): they 
should not be written solely for stock- 
holders; depreciation and replacement; 
and the cure for shortage of equity capital. 
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In The Accountant, of 1st October, Basil 
Smallpeice traces the Evolution of Indus. 
trial Accounting from single-entry re- 
cords, through double-entry records, to the 
unified system in which standards are in- 
corporated in the double-entry. He ex. 
amines the shortcomings of the traditional 
form of accounting statement, and the need 
for records which will disclose reasons for 
results differing from what was expected; 
will enable the accounting period to be 
shortened; and will provide adequate ac- 
counting for stock. An interesting part of 
the article is the discussion of the nature 
of standards as an instrument of control. 


SERVICES OF THE PUBLIC ACCOUNTANT 


Myron E. Guill, in The Journal of 
Accountancy, November, describes How 
the Public Accountant Can Meet the Need 
of Small Businesses for Management 
Counsel. Spesific ways in which the public 
accountant can help are in advising on 
organization and re-organization of 
the business structure; installing bud- 
gets and preparing forecasts, general 
internal control and specific control of 
inventories, production projects, etc.; 
assistance in developing profit-sharing and 
pension plans, determining effectiveness of 
labour and preparing accounting data for 
use in salary arbitration and job evalua- 
tions ; installing cost systems and directing 


attention to possible cost reductions, or to 
the need for special engineering help; 
determining break-even points, profitable 
lines, marginal costs, and assisting with 
market analyses; installing accounting 
systems and office procedures, assisting 
with office lay-out and work routing, ad- 
vice in selection of office machines and 
preparation of manuals as required; taxa- 
tion service; and designing and assisting 
in the preparation of various internal 
reports for management use in control and 
guidance, various external reports for 
creditors, regulatory bodies, stockholders, 
etc., and timely reports of statistical 
studies. 


AUDITING 


In The New York Certified Public 
Accountant, November, Maurice E. Pelou- 
bet, in an article illustrated by examples, 
describes the uses of audit working paper. 
They serve a variety of purposes—to give 
partners or principals an idea of the work 
done, so as to judge its sufficiency ; provide 
permanent records for the accounting 
firm; provide a permanent record in cases 
of dispute between the client and third 
parties; and for examination, if desired, 
by taxation authorities, or by the Securi- 


ties and Exchange Commission, or other 


government agencies. The ideal situation 
is that there should be one set of books 
from which any desired set of statements 
may be prepared, and one set of working 
papers which wall support any desired 
statement and report. 


Cost and Management, October, has a 
brief article by L. W. Bennett on the 
essentials of a well-written report, with a 
useful annotated bibliography. 


SOCIAL ACCOUNTING 


In The Accountants’ Journal, Novem- 
ber, W. Rosenberg, in an article entitled 
A System of National Bookkeeping, shows 


by reference to the British 1948 White 
Paper how social accounts are prepared. 


(Continued on page 155) 
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SHARE VALUATION 


An exceptionally complete article by 
G. B. Battersby in The Accountants’ Jour- 
nal, November, is entitled Comments on 
the Theory and Practice of Share Valua- 
tion. Mr. Battersby distinguishes three 
main ideas of value — value to the owner, 
market value, and replacement value. He 
examines, also, other concepts, such as the 
concept of fair price, intrinsic value or 
justified price, and hypothetical sale price 


between a willing buyer and a willing 
seller (which he regards as the least logical 
and helpful of all). Methods of valuation 
described are: 
(a) The assets method; 
(b) The earnings or single capitaliza- 
tion of profits method ; and 
(ec) The super profit method or ‘‘dual 
capitalization’’ method, which is a 


compromise between (a) and (b). 


MACHINE ACCOUNTING SYSTEMS 


In The Canadian Chartered Accountant, 
November, Larry E. Jess, on Cycle Billing 
—Its Advantages and Disadvantages, 
gives an analytical outline of a system by 
which accounts are divided ‘into groups, 
and all accounts in any one group or cycle 
are invoiced on the same day each month. 
Customers’ statements are thus prepared 
and mailed on a ‘‘stagger’’ system. 

Leon E. Vannais, in The Journal of 
Accountancy, November, discusses the ac- 
countant’s responsibility in planning suc- 
cessful punched-card installations. 

The addresses of the journals mentioned 
in this article are as follow: 


The Accountant, 
42 Baker Street, 
London, England. 


Canadian Chartered Accountant, 
10 Adelaide Street East, 
Toronto, Ontario, Canada. 
The Accountants’ Journal, 
York House, Lambton Quay, 
Wellington, C.1, N.Z. 
The Journal of Accountancy, 
270 Madison Avenue, 
New York 16, N.Y., U.S.A. 
Cost and Management, 
66 King Street East, 
Hamilton, Ontario, Canada. . 
The Cost Accountant, 
63 Portland Place, 
London, W.1, England. 
The New York Certified Public 
Accountant, 
677 Fifth Avenue, 


New York 22, N.Y., U.S.A. 


The 


UNTAPPED OIL 


by 


F’. C. LAWSON, A.I.C.A. 


The Crosby and Hope fortunes have 
just been swollen by participation in an 
immensely rich oil find in the land of the 
Stars and Stripes. Tradespeople and pro- 
fessional men in the small town nearby 
have become millionaires overnight. 

My ‘‘field’’ can’t promise such spectacu- 
lar results, but it is rich, and awaits only 
the tapping. Are the Bing Crosbys and 


Bob Hopes of management interested ? 

The field is in the highways and byways 
of commerce and industry—in the minds 
of the office boy, the cleaner, the engineer, 
the clerk. 

As evidence of its richness, here are 
some testings—taken at random from the 
suggestions of a few fellows in a limited 
sphere over a short time—a week, in fact. 
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Untapped Oil—continued 


Will you be the analyst and decide 
whether you will be a shareholder in the 
development of this find? 


Testing 1 


The Cost Accountant KEEPS 
the Costs 


Those who need the costs—the men who 
are doing battle with the profound difficul- 
ties of modern industry feel that many 
cost accountants must have had a sound 
training in filing technique. The produc- 
tion fellows are pleading for costing aid, 
and so often the cost accountant, having 
carefully compiled his figures, sees that the 
headings are beautifully underlined in 


red, the columns ruled with double lines, 
and then—files them in a fireproof cabinet, 
carefully protected from prying eyes. 

It is obvious to any thinking person that 
to be completely self-reliant, a manager 
would have to be a technician, an organ- 
izer, a psychologist, a statistician, an in- 


dustrial lawyer, a cost accountant, or, as 
Mr. Belvedere said, ‘‘a genius!’’ There 
aren’t many geniuses around, so the 
manager who is a technician and perhaps 
ak organizer uses his specialists in person- 
nel work, cost accounting, ete. But he 
must have more from the cost accountant 
than a good filing system! 


Testing 2 
They’re Hard to Pick 


Saturday after Saturday, we spend 
hours trying to pick winners—or, if you 
prefer it, trying to select them. If as much 
thought were given to the selection of 
people for jobs, we might be better off. 


Nearly every difficulty, excluding purely 
mechanical ones, can be traced to people. 
The department where supervision is lax 
possibly points to a foreman in the wrong 
job; the office boy who plays with lifts as 
he goes around his messages might make a 
good bulldozer driver—and so it goes on. 
Management spends so much time trying 
te get efficiency from people who are un- 
suited to their jobs, whereas a little time 
spent in seleetion would be much more 
effective. 
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Selection must start early. The junior 
boy must have the capacity for the job for 
which he is destined, whether it be a de- 
partmental leading hand or a managing 
director. Furthermore, management must 
have some idea of the destiny of its young 
employees, and not leave them to drift un- 
directed until it is too late. There is ample 
evidence now of the tragedy, both from 
the employee’s and the employer’s point 
of view, of the boy, without adequate edu- 
cational qualifications, being absorbed into 
office work about 1942. The boy has 
grown into manhood, and management is 
irritated by his inability to stand up to 
the requirements of present-day industry 
with its obscure problems. 

Selection isn’t easy. Human nature is 
difficult to predict, but if no attempt is 
made, improvement cannot be effected. We 
despaired about the road accident mor- 
tality until the ‘‘Death is so Permanent”’ 
theme was so effective during the recent 
Christmas holidays. We have aids, too, in 
the field of selection—job analysis, person- 
nel rating, ete., if only we will use them. 

Just in passing, the officer who obtained 
his commission because he ‘‘walked out’’ 
with the Colonel’s daughter, usually 
wasn’t the best man for the job. 


Testing 3 


A dog that is not trained won’t 
drive sheep 


Neither will the man who has been stuck 
on a Stock Record Ledger all his working 
life make a good accountant. 

Fortunate are the tradesmen whose 
course of training is pre-determined by 
an Apprenticeship Commission. When a 
man ‘‘comes out of his time’’ at least he 
has had the opportunity of becoming an 
engineer. But what of the office man? 
There isn’t any commission to lay down a 
course of training, and he just drifts from 
stamp licker to invoice filer, to stock 
records clerk to untrained manhood. The 
time has passed when industry ean afford 
to wait until some commission or board 
tells it what to do. If it wants. to retain 
its freedom, it must take the initiative. 
Here is a golden opportunity. 

Proper selection is fundamental. Add to 
that careful direction of study, planned 
experience in all phases of accounting or 
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Untapped Oil—continued 

sales work, ete. (depending on the nature 
of the work performed in the office), 
studied consideration of a man’s per- 
sonality, and you Have a reasonable chance 
of producing a trained and efficient officer. 


Testing 4 
Let the kids do the washing up 


They might break a few dishes for a 
_while, but they’ll soon get over that, and 
you and your wife can devote your even- 
ings to something important, such as chas- 
ing slugs from the young lettuce. 

There are a lot of executives who are 
scared to hand over the ‘‘washing up”’ 
jobs in industry. Maybe it is fear of the 
‘‘kids’’ breaking the dishes, or of the 
‘‘kids’’ finding out that they can do the 
job better than the boss. 

Some of the people not yet at the top 
of the ladder are frustrated by the un- 
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willingness of senior executives to shed de- 
tail. The executive is over-burdened, his 
principal work of organization and direc- 
tion is retarded, and his health is affected 
detrimentally. The junior is prevented 
from developing because he is not being 
effectively trained, and everyone is sur- 
prised at the confusion when the senior 
has a breakdown and the junior is in- 
capable of carrying on. 

The principle of management by excep- 
tions, like virtue, is so fundamental and 
yet so little practised. 

These are the testings—a small sample 
only —the unsolicited suggestions of the 
man on the bus, the sponge at the ‘‘local,’’ 
the bloke next door. There are thousands 
of such fellows, each with his schemes and 
dreams. 

That’s the field—a rich one for Manage- 
ments and Governments. 

I have an idea that might tap it. Have 
you? 


MEASUREMENTS OF PRODUCTIVITY 


In November, 1948, a one-day confer- 
ence on the measurement of productivity 
was held in London. It was organized 
jointly by the Institute of Production 
Engineers and the Institute of Cost and 
Works Accountants, and was attended at 
short notice by a large number of mem- 
bers of both organizations from widely 
separately areas. 

As a result of the conference, a joint 
committee of the two organizations was 
set up in January, 1949, with the objects 
of— 

(a) Advising the best means of measur- 

ing comparative productivity; and 

(b) Of applying these methods for the 

purpose of increasing productivity. 
This joint committee has now issued an 
interim report on their investigations, 
dealing mainly with the result of an ex- 
amination of existing techniques of 
measurement. 

The report says that there appears to 
be room for improvement in the level of 
machine utilization in British industry. 
The joint committee recommends the 
provision~ of better cost and statistical 


information for supervisory staff, and ad- 
vocates the establishment of uniform 
principles of work measurement and a 
unified system of training for time study 
engineers, in order that time study rates 
may be used for purposes of comparison 
between firms. 

Public attention is now being focused 
on incentive plans and bonus payments 
based on output, but, if such schemes are 
to be economically sound and are to pro- 
vide genuine long-term incentives, they 
must be based on sound principles. 

The joint committee is convinced that 
a common measurement of productivity 
should be available to management for 
the improvement of productivity, and 
should at the same time be simple enough 
to be grasped and used by supervisory 
staff. 

The report, which covers fifteen pages, 
has been published by the Institute of 
Production Engineers and the Institute of 
Costs and Works Accountants. Copies are 
obtainable from Messrs. Macdonald & 
Evans, 8 John Street, Bedford Row, 
London, W.C.1, price 1/6 (1/7, post free). 
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BOOK REVIEWS 


Developments in Accounting, by F. R. M. pe Pav.a, 0.B.£., F.C.A. 


Mr. de Paula is an accountant whose 
work and influence as a leader in his pro- 
fession in England have been known ‘and 
felt internationally. In his career, he has 
moved from practising accountant to uni- 
versity Professor of Accountancy, on to 
high places of accounting and financial 
control in industry. In the result, there is 
an inherent practicality in his study of 
accounting principles and their applica- 
tion to industry and the problems of man- 
agement; this makes his book, Develop- 
ments in Accounting, of real interest and 
value, not only to accountants, but to other 
business men as well. 

The author found that ideas he de- 
veloped academically stood the test of 
practice, and the book is itself a tribute to 
the soundness of his part in the develop- 
ment and enunciation of accounting prin- 
ciples —it is a collection of papers and 
letters (in their original form) written 
over a period of nearly forty years. The 
reader is able to trace in these papers the 
erystallizing of what had been advanced 
thinking into accepted accountancy prin- 
ciples. 

Mr. de Paula’s influence has for years 
been whole-heartedly exerted towards 
general acceptance of the modern belief: 
that the purpose of accounting is to give a 
true, fair and informative picture of the 
activities and situation of a business — 
whether the picture is for management, for 
proprietors, or, in less detail, for the pub- 
lic. There seems to be a widespread idea 
amongst business men, and even amongst 
accountants, that some kinds of inaccuracy 
in accounting are fully justified—provided 
one errs on the side of conservatism. Mr. 
de Paula rightly insists that praiseworthy 
financial principles of prudence and con- 
servatism should be exercised without in- 
terfering with accurate accounting. This 
is well illustrated in the chapters on valu- 
ation of stock in trade, where the author 
puts his views that in the Balance Sheet 
stoek should be valued at the lower of cost 
or net realizable value, but in the Trading 
Account it should always be valued at cost. 
When stock is sold, there will be charged 
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against the proceeds of sale the actual cost 
of such stock, regardless of whether it was 
acquired during the current year or 
earlier; thus, the trend of earnings upon 
actual sales made will not be distorted 
from year to year. In the method he sug- 
gests, the total amount of any provision 
for losses on realization of stock is charged 
to profit and loss account as a separate 
item and shown as a deduction from the 
total stock (valued at cost) in the balance 
sheet. By this means, prudence can be 
fully exercised, without clouding the man- 
agement’s view by confusing operating 
results with anticipated stock losses. Other 
important and contentious aspects of stock 
valuation are discussed, and the author 
puts the modern view of ‘‘aggregate’’ 
valuation, that, as a basic principle, stock 
in trade should be valued in the balance 
sheet at the lower of its aggregate cost or 
its aggregate realizable value. Thus uni- 
form accounting principles can be main- 
tained, while the rightful demands of 
prudence can be met by creating reserves 
to cover all contingencies. 

In these times, every industrialist has to 
be ready to pay much more than the 
original cost of a fixed asset, when the 
time comes for its replacement. If this 
is to be done without additional capital or 
other finance, something more than depre- 
ciation on original cost needs to be set 
aside. Mr. de Paula does not favour charg- 
ing as an expense depreciation calculated 
on ‘‘replacement cost’’; he does not dis- 
cuss at length the question whether ac- 
counting principles should be remoulded 
so that accounts would be based on eco- 
nomic values rather than financial costs, 
but he agrees with the published views of 
the Chartered Institute of England and 
Wales that depreciation should be caleu- 
lated consistently from year to year upon 
cost price of fixed assets, and that pro- 
vision for probable increased replacement 
costs should be made by appropriations 
out of profits to reserves—not by a charge 
against profits. He does say that the ques- 
tion whether replacement values should 
govern the provisions for depreciation of 


(Continued on page 159) 
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fixed assets and the valuation of stock in 
trade is one which calls for close and scien- 
tific study. Certainly the subject is com- 
plex, and it seems that it would be most 
difficult (especially with an unstable price 
level) to apply consistently to all the 
elements of the balance sheet the concept 
of accounting for changing money values. 
Further, the average business man is, of 
grim necessity, daily adjusting his ideas 
of the value of money in terms of real 
assets, and I consider the interpretation 
of accounts is apt to come more easily to 
him if those accounts are based on his- 
torical costs (but with such special pro- 
visions as prudence dictates). Incident- 
ally, the allowing of 40 per cent. first-year 
‘depreciation’? for Commonwealth taxa- 
tion purposes is sometimes erroneously re- 
garded as reducing the cost of the plant; 
in fact, of course, it merely softens the 
impact of high cost by deferring the pay- 
ment of tax; the taxpayer cannot obtain 
more than 100 per cent. allowance for de- 
preciation, and the ultimate net cost of 
the plant will be the same (excluding 
interest), assuming taxation rates remain 
the same. The problem of obtaining more 
effective relief from taxing authorities, in 
respect of high replacement costs, is one 
meriting special attention. 

The clarity of thought in which Mr. de 
Paula’s opinions have been formed is well 
illustrated in his evidence before the 
Cohen Committee regarding the factor of 
obsolescence. His view is that provision 
for obsolescence (as distinct from depre- 
ciation, or actual wear and tear) should 
be made by appropriations to a reserve for 
obsolescence. In his own words, ‘‘Every 
machine will not become obsolete, but I do 
not know which one will or which one will 
not. If I provide for depreciation and 
obsolescence together I am, in effect, set- 
ting up an obsolescence reserve against 
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each machine. If one goes obsolete after 
two years when it stands at, say, £10,000 
on the books, I have a write-off of £10,000, 
and that is what often stops directors re- 
placing ; but if they have set up a separate 
obsolescence reserve which is available for 
any machine, they can write off that 
£10,000 against the reserve, and thus not 
touch the current earnings.’’ 

Other chapters in the book range widely 
over such matters as Company Law 
Amendment, Accounts of Holding Com- 
panies, and the Future of the Accountancy 
Profession, while the business executive 
will find much to interest him in the scope 
of the discussions in the chapters on 
budgeting, management and financial 
planning and control. In the last of these 
chapters, the author reveals the humanity 
of his approach to business problems, when 
he refers to inspired leadership as the 
most important and vital factor in the 
whole management problem—as he says, 
the best system in the world, with bad 
leadership, will probably result in dismal 
failure. 

In a thoughtful last chapter, Mr. de 
Paula describes his personal conclusions 
regarding the evolution (or revolution!) 
in the accepted code of basic accounting 
principles, marked recently in the United 
Kingdom by the recommendations of the 
Chartered Institute, the Cohen Commit- 
tee’s findings, and the new Companies Act. 
He urges research and teaching, particu- 
larly in the universities —a direction in 
which there has been some movement here. 

This book repays careful study. As the 
author says, ‘‘ We should not drift into the 
state of mind that there is now no further 
need for thought. ... We live in a chang- 
ing world and our practices and- profes- 
sional technique must be adapted and 
altered accordingly.”’ 

H. McE. ScaMBueEr. 


The Valuation of Property, Compensation and Land Tax, by C. M. Cou.ins, B.A., 
LL.B., Barrister-at-Law. 


In the recently published third edition 
of his book, Mr. Collins has brought up 
to date his well-known treatise on the 
law pertaining to valuation, by including 
all recent judgments which have a bear- 
ing upon those broad concepts of judicial 


valuation established by precedents. 

In the present edition the author has 
produced a work which deals compre- 
hensively with case law relating to valua- 
tion practice. 
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The subject matter is clearly presented 
and Mr. Collins has the faculty of taking 
the various judgments as they stand, and, 
by apt quotation and explanation, build- 
ing up an exact but easily comprehended 
exposition of the principles of valuation. 

Many of the cases referred to by Mr. 
Collins are not available for reference 
outside the larger law libraries, and so 
the book is a valuable. work of reference 
for those who are engaged in professional 
work relating to acquisitions, resump- 
tions and the operation of the various 
Rating and Taxation Acts. 

Valuation is a subject of first import- 
ance in the community to-day, and an 
understanding of the principles so clearly 
explained by Mr. Collins is essential to 
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every property owner and business man 
as well as those who are professionally 
concerned with methods of appraisal. 

It is thought that the work might be 
improved in future editions if the quo- 
tations were inset in a smaller type than 
is used in the general text, because with 
the present style of printing it is some- 
times difficult in seeking references at 
short notice to distinguish between the 
observations of the author and the dicta of 
the justices. 

This book is a necessity for all whose 
professional duties call for an understand- 
ing of the principles of valuation, which 
are applicable to the appraisal of all types 
of property. 


JOHN MURRAY, B.A., F.R.L.C.S. 





LEGAL SECTION 


Edited by 
R. E. O’ NEILL, A.1.¢.A. 


CIRCUMSTANCES IN WHICH ESTATE AGENT'S 
COMMISSION PAYABLE 


The defendant, a married woman, in- 
structed various estate agents to find a 
purchaser of property of which her hus- 
band was owner and, in the case of one 
firm of agents (the plaintiffs), she signed 
an agreement to pay them commission in 
the event of their introducing to her ‘‘a 
person able, ready and willing to purchase 
the property’’ for £2,500. One of the other 
firms of estate agents introduced one E., 
a prospective purchaser who was willing to 
buy and to whom the defendant gave an 
option to purchase the property within 
24 hours. The defendant did not withdraw 
the property from the plaintiffs, and before 
an agreement to sell to E. was concluded, 
the plaintiffs introduced a person able, 
ready and willing to purchase the pro- 
perty, but the owner sold to E. for £2,700. 


Held: the plaintiffs were entitled to com- 


mission on £2, ~_ (E. P. Nelson & Co. V. 
Rolfe, {1949} 2 All E.R. 584). 

Per Cohen, L.J.: Counsel for the plain- 
tiffs admits that some limitation must be 
implied, and he says that there are three 
events in which, notwithstanding the intro- 
duction, commission would not be payable. 
The first is if before introduction the 
authority is withdrawn; the second is if 
before introduction the property has al- 
ready been sold; and the third is if before 
introduction the owner has entered into 4 
binding contract to sell to somebody else. 
In the present case, the trial judge had 
introduced a fourth limitation, namely, if 
at the time of the introduction the pro- 
perty is not for sale because the owner 
withdraws it by reason of some arrange 
ment, not binding in law, but binding 
morally or as a matter of business. This 
view was rejected by the Court of Appeal. 
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RIGHT OF ‘MASTER TO PROFITS OBTAINED BY SERVANT DISHONESTLY 
BY VIRTUE OF EMPLOYMENT 


A sergeant in the army stationed at 
Cairo on several occasions, while in uni- 
form, boarded a private lorry and escorted 
it through Cairo, thus enabling it to pass 
the civilian police without being inspected. 
The lorry was loaded with cases, the con- 
tents of which were unknown. On each 
occasion the sergeant received from a 
civilian a large sum of money. These sums 
totalled some £20,000, of which the military 
authorities later took possession of £13,000. 


Held (by the English Court of Appeal) : 
that the sergeant was.entrusted with -a 
uniform to be used solely in the course of 
his employment for the benefit of the 
Crown, his master; a fiduciary relation 
existed between the Crown and the ser- 
geant regarding the use of the uniform; 
the sergant’s use of the uniform was in 
breach of the duty he owed to the Crown; 
he obtained the sums in question by that 
breach of duty; and, therefore, the Crown 
was entitled to the money. 


The principles of law applicable to such 
a case as the present would seem to be 
the following. When a servant or agent by 
a breach of duty damnifies his master or 
principal, the latter can recover in an 
ordinary action for breach of contract for 
any loss he has actually suffered, but there 


is a well established class of cases in which 
he can so recover whether or not he has 
suffered any detriment in fact. These are 
cases in which the servant or agent has 
realized a secret profit, commission or bribe 
in the course of his employment, and the 
amount recoverable is a sum equal to such 
profit. In most of these cases it has been 
assumed that the plaintiff, in order to sue- 
ceed, must prove that a ‘‘fiduciary rela- 
tion’’ existed between himself and the 
defendant and that the defendant acted in 
breach of this relation, but the term 
‘fiduciary relation’’ in this connection is 
used in a very loose, or, at all events, a 
very comprehensive sense. If a servant or 
agent so acts, he is bringing his duty to the 
plaintiff and his own interest into conflict, 
in derogation of the fiduciary bond, and 
cannot be heard to say that duty prevailed 
and the plaintiff suffered no loss. The 
plaintiff, whether actually harmed or 
scatheless, is conclusively presumed not 
only to have been damnified, but to have 
been damnified to an extent measured by 
the amount of the secret profit received by 
the defendant. This amount the plaintiff 
can recover either as money had and re- 
ceived to his use or as an equitable debt: 
Re Reading’s Petition of Right, [1949] 2 
All E.R. 68. 


WHAT CONSTITUTES VALUABLE CONSIDERATION FOR A CHEQUE 


By the Englésh Bills of Exchange Act, 
1882, s. 27 (1): ‘‘Valuable consideration 
for a bill may be constituted by (a) any 
consideration sufficient to support a Hew | 
contract: (b) an antecedent debt or lia- 
bility. Such a debt or liability is deemed 
valuable consideration whether the bill is 
payable on demand or at a future time.’’ 

On July 18, 1947, one, Oliver, lent £350 
to W.D. and received from him a cheque 
for £400 post-dated to August 8, but it was 
hot presented by August 19. On that date 
W.D., who was unable to meet his cheque, 
persuaded M.W. to draw a cheque for £400 
i favour of Oliver, and an envelope con- 
taming M.W.’s cheque without any cover- 
ing letter was left at Oliver’s house. Oliver 
Was away at the time and did not return 
ome until August 22, when he received 
M.W.’s cheque, but did not know why she 


had sent it. In the meanwhile, M.W. had 
discovered certain facts about W.D., and 
she informed Oliver, within an hour or 
two of his receiving her cheque, why she 
had sent it and also that she had stopped 
payment of it. On August 23 Oliver pre- 
sented W.D.’s cheque, which was dis- 
honoured. Later he presented M.W.’s 
cheque, but it was returned by the bank 
marked: ‘‘Stopped by order of drawer.’’ 
In an action by Oliver against M.W. suing 
her on her cheque Oliver relied, inter alia, 
on s. 27 (1)(b) of the Act of 1882, but 
M.W. contended that there was no con- 
sideration for the cheque. 

Held, by the English Court of Appeal: 
(i) ‘‘an antecedent debt or liability within 
the meaning of s. 27 (1)(b) of the Act of 
1882 was a debt or liability due from the 
maker or negotiator of the instrument and 
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Legal Section—continued 
not from a third party, and, therefore, 
Oliver could not rely on s. 27 (1) (0b), but 
had to show consideration sufficient to sup- 
port a simple contract under s. 27 (1) (@). 
(ii) Although M.W. drew her cheque 
with the intention that it should be sub- 
stituted for W.D.’s cheque, her motives 
were not communicated at the material 
time to Oliver and he gave her no promise, 








A father, since deceased, over many 
years had been in the habit of taking 
tickets in an Australian lottery. Some- 
times he took them in the name of the 
Semper Eadem Syndicate, and sometimes 
in the name of the Morning Star Syndi- 
eate. It was common knowledge in the 
family circle that when he took out lot- 
tery tickets in the name of the Semper 
Eadem Syndicate he was taking them out 
for himself, but that when he took out 
tickets in the name of the Morning Star 
Syndicate he was .taking them out for, 
and for the benefit of, himself, his wife, 
and his eight children. No member of the 
family ever contributed to the cost of 
the Morning Star Syndicate tickets, 
which had had certain small wins, and the 
proceeds of those wins had been used in 
the purchase of other tickets. One of 
these Morning Star Syndicate tickets won 
the first prize of £10,000. The money was 
credited to a separate bank account and 
from there was distributed so that the 
father, mother and each of the eight chil- 
dren received £1,000 each. The question at 
issue was, in plain words, did the father 
make a gift representing a portion of the 
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GIFT OF SHARE IN WINNING LOTTERY TICKET 
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express or implied, to forbear in respect of 
any remedy he might have against W.D., 
nor, as a result of her cheque, had he 
changed his position in any way to his 
detriment in regard to his claim on W.D.’s 
cheque, and, therefore, there was no eyvi- 
dence of any consideration which would en- 
title Oliver to sueceed under s. 27 (1) (a). 
and he could not recover. Oliver v. Davis 
and another, [1949] 2 All E.R. 353. 


trifling outlay for the winning ticket or 
was it a gift by him of £9,000? If the 
latter, the sum was subject to New Zea- 
land gift duty. The New Zealand Court 
of Appeal held that, on the facts, the 
trifling outlay for the ticket had been 
provided by the deceased. It was in the 
nature of a gift of a share in the ticket, 
making his wife and children co-adven- 
turers with him. The deceased had com- 
pleted the gift to each of the members of 
his family of one-tenth of the purchase 
money of the ticket and of a one-tenth 
share in it by doing all that it was pos- 
sible to do to complete the gift. In short, 
the sum of £9,000 was not liable to gift 
duty (Taylor and others v. Commissioner 
of Stamp Duties, [1949] N.Z.L.R. 513 

The assiduity of the N.Z. Commissioner, 
like his brethren in Australia, in scraping 
the bottom of the stamp and gift duty 
barrels, reminds one of the old Australian 
story of two sheep farmers who visited 
Sydney for the first time. They ordered at 
their first dinner boiled mutton. When it 
arrived covered in caper sauce, one looked 
at, the other and said, ‘‘ By gum, they don’t 
waste much here.”’ 








We love our British brethren. 


Such gentle and noble intimations! 





CONSERVATISM 
We were talking to a chartered accountant, 
native of those hallowed isles, who has come to live in Canada by way of some 
years in South Africa, and he tells us a story which may be an example of the 
retiring nature of English accountants. “The president’s report of an English 
company,’’ he said, ‘‘contains this sentence: ‘The auditors, Messrs. 
intimated that they are willing to continue in office. 


—The Journal of Accountancy, October, 1949. 
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STUDENTS’ SECTION 
. Edited by 
K. C. Keown, A.C.A. (AUST.), A.M.T.C. 
MATCHING OF COSTS AND INCOME 


A. A. FITzGERALD 


Most of the older standard text books 
on accounting and auditing devoted much 
attention to an attempt to draw a dis- 
tinction between capital and revenue ex- 
penditure. The attempted distinction al- 
ways caused trouble to students, to 
skilled accountants and even to the 
Courts. In modern texts, little is said 
about capital and revenue as different 
kinds of expenditure, because it has been 
realized that the distinction is unrealistic 
and implies that accounting practice is 
based on a separation of both expenditure 
and receipts into two separate funds. 

The old discussions about capital and 
revenue expenditure have been replaced, 
in modern accountancy literature, by the 
notion of “matching” costs against in- 
come. This notion has important implica- 
tions. Properly understood, it should give 
students a more logical explanation. of 
the nature of the accounting process than 
did the old attempt to distinguish be- 
tween capital and revenue; moreover, it 
throws new light on such accounting 
problems as depreciation and the “valua- 
tion,” for accounting purposes, of differ- 
ent kinds of assets, and, indeed, on the 
interpretation of “profit” in the account- 
Ing sense. 

Briefly, the essence of the idea of match- 
ing costs and income it that ‘‘profit’’ is 
the excess of income earned during a 
period over the cost of earning that income. 
Income earned is matched against the 
cost of earning it in a profit and loss 
account. If income earned exceeds cost, 
the difference is profit; if costs exceeds 
income earned, the difference is loss. In- 
come is derived from the sale of goods or 
services ; cost consists of purchases of land, 
buildings, equipment, materials and ser- 
vices. In the long run, income earned is 
the same as income received; cost of earn- 
Ig income is the same as total cost in- 
tured. But this is not true of short 
Periods, and, as accounting is primarily 

. 


eoncerned with results over relatively 
short periods and with financial position 
at short intervals of time, regular estimates 
must be made for accounting purposes of 
income earned and cost expired or used-up. 
Thus, in the short period, income may not 
have been earned though it has been re- 
ceived; income may have been earned 
though not yet received; cost may not 
have been used-up though it has been in- 
curred ; cost may have been used-up though 
it has not yet been incurred. Depreciation, 
doubtful debts, deferred income, deferred 
cost, acerued liabilities, accrued assets are 
all particular instances of accounting as- 
pects of the matching of income earned 
and cost expired. 

The nature of the ‘‘matching’’ process 
is obscured in practice by ‘‘short-cuts’’ in 
accounting. Ignoring for the moment the 
effects on the accounting recerds of these 
short-cuts, all business transactions fall 
into one or other of the following classes— 

Acquisition of an asset by ereating 
an equity; 

Exchange of one asset for another ; 
Reduction of an equity by reduction 
of an asset; 

4. Exchange of one equity for another. 
To illustrate— 

1. (a) A business is begun by the owner 
contributing £1,000 in eash. The 
asset, cash, has been,acquired by 
creating the equity, proprietor’s 
capital. 

The business buys stock-in-trade 
for £500. The asset, stock-in-trade, 
has been acquired by creating the 
equity, liability to creditor. 
) The services of an assistant are 
obtained at a wage of £6 a week. 
The asset, assistant’s services, 
has been acquired by creating the 
equity, accrued liability for wages. 

2. (a) The cash contributed by the pro- 
prietor is paid into a_ bank 
account. 
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The asset, cash, has been ex- 
changed for the asset, bank 
account. 

(b) Half the stock-in-trade is sold to 
a customer for £300. 

The asset, book debt, has been 
exchanged for part of the asset, 
stock-in-trade. 

(c) The customer pays for the goods 
purchased by cheque, which is 
paid in to the business bank 


account. 
The asset, book debt, has been 















exchanged for the asset, bank 
account. 
3. (a) The ereditor from whom the 





stock-in-trade was bought is paid 
£300 by cheque drawn on the 
bank account. 

The equity, liability to creditor, 
has been reduced by reducing the 
asset, bank account, to the extent 
of £300. 

(b) The proprietor withdraws from 
the business for his personal use 
the amount of £20. 

The equity, proprietor’s capital, 
has been reduced to the extent of 
£20 by reducing the asset, bank 
account. 

(c) The first week of the assistant’s 
engagement having expired, £6 is 
paid to him. 

The equity, accrued liability for 
wages, has been reduced by reduc- 
ing the asset, bank account. 

4. The business takes over from the pro- 
prietor his personal liability of £150 
to:-another person. 

To the extent of £150, the equity, 



























proprietor’s capital, has been ex- 
changed for the equity, liability to 
ereditor. 






At this point of time, if desired, matching 
of cost and income may be made for the 
purpose of ascertaining the results of 
operations and the financial position of the 
business. 

Income received for the period was £300 
for sale of stock-in-trade. 

Costs incurred during the period were: 
Purchase of stock-in-trade £500 
Services of assistant... .. 6 

— £506 
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But it is income earned which is to be 
matched against cost expired. 

In this case, income earned is the same 
as income received, because— 

(a) the sale of stock-in-trade took place 

within the period; 

(b) the stock-in-trade sold during the 
period was wholly paid for within 
the period; and 

(c) no other sales were paid for during 
the period. 

Income earned during the period was, 
therefore, £300. Cost expired or used-up is 
not, however, the same as cost incurred, 
because only half the stock-in-trade pur- 
chased (which cost £500) has been sold. 

Cost of earning the income for the 
period is thus— 

Cost of that part of the stock- 


in-trade which has been sold £250 
Cost of services of assistant, 
fully used-up during the 
period 6 
— £256 


Bringing income earned and cost of earn- 
ing the income together we get— 





Income earned £300 

Less Cost of earning income 256 

Profit £44 
aaa 


After this matching has been done, i. 
after the profit and loss account has been 
prepared, the remainder of the recorded 
data is earried forward in the balance- 
sheet, which thus shows the liabilities not 
yet discharged, the bank account, the assets 
not yet realized, and the state of the pro- 
prietor’s equity. Of the assets not yet 
realized, those which represent costs not 
yet matched against income are intended to 
be matched against future income earned. 

Thus the balance sheet would show the 
following information, though not neces 
sarily in this form. 

Bank Account—balance at 





credit ae rt ioe £974 
Assets not yet realized— 
to be matched against 
future income—stock- 
in-trade 250 


£1,224 





Less Liabilities not yet dis- 
charged— 
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Students’ Section—continued 
Creditor for  stock-in- 
trade purchased me 
Liability taken over from 
proprietor 


200 


150 
350 


Balance = Proprietor’s equity £87 


Proprietor’s equity, £874, is made up as 
under : 
Cash contributed sig “sades - dete 
Less liability taken over— 
(exchange of equities) 


£1,000 
150 


850 
Less withdrawn— 
(equity reduced by reduction 
ae ~ os ee A £20 
830 
Add profit realized— 


(income earned matched 


against cost expired) ‘a 44 


£874 


Now for the short-cuts which would be 
made in practice. In this simple illustra- 
tion, there is a good example of a common 
short-cut. It will be evident that, of the 
costs incurred for purchases of stock-in- 
trade and services, one (purchase of stock- 
in-trade) is expected to be used up over the 
comparatively long period during which 
the stock-in-trade is being sold; the other 
(purchase of the assistant’s services) was 
consumed almost as quickly as it was in- 
curred. When it is certain that an asset 
obtained by creating equities or by ex- 
change for other assets will be consumed 
immediately, the two steps of (a) record- 
ing the acquisition of the asset and (b) 
matching the cost of the asset against in- 
come earned can be telescoped into one— 
the recording of the cost as a cost directly 
and not through the medium of an inter- 
posed asset account. On the other hand, 
when it is not certain that the cost will be 
used up immediately, an asset account is 
set up, from which transfers are made to 
cost as the asset is consumed. 

Thus, in the illustration, assistant’s 
wages are treated, immediately they are 
Inturred, as a cost to be matched against 
current income, whilst purchase of stock- 
I-trade is treated as an asset, part of 
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which (the consumed poftion) is to be 
matched against current income, and part 
of which (the unexpired portion) is to be 
matched against future income. Costs 
matched against current income are 
charged to profit and loss; costs to be 
matched against future income are carried 
forward in the balance sheet as assets. 

This analysig holds true in all cireum- 
stances, no matter how ocmplex, and 
students will find it a useful exercise in 
accounting theory to apply it to different 
kinds of business transactions and opera- 
tions. In a manufacturing business, for 
example, services purchased for selling and 
administration purposes are treated as 
costs to be ‘‘written off’’ to profit and loss 
immediately (i.e., to be matched against 
current income earned); purchases of 
buildings, equipment, materials and ser- 
vices to be used in production are treated 
as assets. Gradually these assets are ex- 
changed for other assets—work-in-progress 
and manufactured goods; in turn, these 
other assets are exchanged, through sale, 
for book debts; and eventually the book 
debts are exchanged for cash. In the course 
of these exchanges, profit or loss arises, i.e., 
through the matching of income earned 
by sales against the costs of earning the 
income. 

The costs of earning the income consist 
of portion of the costs ineurred in pur- 
chasing comparatively long-lived buildings, 
equipment, materials and services, plus 
those costs which are consumed immedi- 
ately they are incurred. 

The cost of work-in-progress consists of 
portion of the cost of the buildings, equip- 
ment, materials and services used in pro- 
duction; the cost of manufactured goods 
consists of part of the cost of work-in- 
progress; and the cost of the goods sold 
consists, in turn, of part of the cost of the 
goods manufactured. Thus, at each stage, 
portion of cost of work-in-progress and 
finished goods is treated as an exchange of 
assets and, finally, cost of finished goods 
sold is matched against current income. 
The unconsumed parts of work-in-progress 
and finished goods are carried forward in 
the balance sheet to be matched against 
the income earned when they are consumed. 

Accounting for depreciation’ of buildings 
and equipment is thus seen to be a part of 
the process of recording exchanges of assets 
one for another, just as is accounting for 
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material used or labour applied in the 
manufacture of goods. The only difference 
is one of time — buildings and equipment 
are generally used up much more slowly 
than materials and labour. But, apart 
from this time distinction, buildings and 
equipment as balance sheet assets are in no 
way different from materials, work-in- 
progress or finished goods af balance sheet 
assets. Each of these items in a balance 
sheet represents simply the unconsumed 
portion of costs incurred, which are car- 
ried in the balance sheet pending the time 
when they should be written off to profit 
and loss, or, in other words, should be 
matched against income. 

The attempt to explain the accounting 
process of estimating profit in terms of a 


Mr. Douglas Sladen who was the first 
Editor of England’s Who’s Who tells the 
following story in his lively book of remin- 
iscences, My Long Life. W.S. Gilbert had 
refused Sladen’s first application for 
biographical particulars: ‘‘So I wrote a 
biography for him and sent it to him. It 
was just ‘W. S. Gilbert, journalist, writes 
the libretti for Sir Arthur Sullivan’s 
operas.’ I informed him that this was the 





and to be wise, is not given to man.” 


chasing a Scot for the rent. 
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distinction between capital and revenue 
obscures the facts; it leads to distinctions 
between expenditure on buildings and 
equipment and on materials and labour 
which have no real foundation; and it 
introduces unnecessary complexities and 
uncertainties into the essentially simple 
noti.n of costs as expired, consumed, or 
used-up expenditures of all kinds. The 
attempt to explain accounting profit in 
terms of a process of matching costs and 
income is a more direct and simple ap- 
proach, and, as it becomes more popular— 
as it is bound to’ become —it will have 
far-reaching consequences in clarifying 
accounting theory, not only for account- 
ancy students, but also for accountants 
themselves and for all others who have to 
try to understand accounting technique. 


biography which I proposed to insert. He 
wrote me a tearful letter asking if that was 
the way to speak of a man who had writ- 
ten seventy original dramas. I wrote back 
that this was what I should insert unless 
he sent me a form properly filled up, which 
he did very promptly.”’ 

I should be grateful to know of any 
other instances where W. S. Gilbert got 
the worst of the encounter. 





INCOMPATIBLES 


It was Edmund Burke who said: “To tax and to please, no more than to love 


An old friend, an Aberdonian doctor, defined “perpetual motion” as a Jew 
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BUDGETARY CONTROL AND THE PROFIT AND LOSS ACCOUNT 
by George Herbert (1593-1632) 
Sum up at night what thou has done by day 
And in the morning what thou hast to do. 
Dress and undress thy soul. 


THE DATE 


The Oxford University style-sheet says: “Never put May 19th, 1862, nor 19th 
May, 1862, but May 19, 1862.” With disrespect, I disagree. In the recommended 
form, the natural order of day, month and year is broken. It is agreed, however, 
that the cardinal form is necessary. Therefore, it is considered the best form is 


“19 May, 1862.” 


MARKEZ MES MOTS 


Travelling in Europe today is a grisly 
business. On entering and leaving most 
eountries the traveller has to pass two sets 
of Border Busybodies. Each set consists of 
a Customs, a Currency and a Passport Mec 
du Malheur. After two months of this 
pushing round in 1948 my frail temper 
erashed at Calais. My wife and I had 
‘passed’? the three Mecs and were just 
about to embark for England when an evil- 
looking little Customs mackerel pounced 
on me and wanted to examine a small case 
I was carrying. In fact, it carried my 
wife’s 37 cosmetics. It took me five 


HEARTH 


A reader has asked for particulars of 
Hearth Money imposed in the reign of 
Charles II. It began to be levied in 1662, 
the tax being 2s. on every hearth in all 
homes, except cottages, in England and 
Wales. The tax was abolished in 1689 (1 
William and Mary s. 1, C. 10). A window 
tax was imposed in its stead in 1695. 

Hearth money was extremely unpopular. 
To quote Macaulay: ‘‘The discontent ex- 
cited by direct imposts is, indeed, almost 
always out of proportion to the quantity of 
money which they bring into the Ex- 
chequer: and the tax on chimneys was, 
even among direct imposts, peculiarly 
odious: for it could be levied only by 
means of domiciliary visits and of such 
Visits the English have always been im- 
patient to a degree which the people of 
other countries can but faintly conceive. 

he poorer householders were frequently 
wable to pay their hearth money to the 
day. When this happened, their furniture 
Was distrained without mercy; for the tax 


minutes to tell him in the best gutter 
French my views of his country, his 
family, his person and his habits. He de- 
cided not to examine the case. However, 
this blow for freedom was far better given 
by the English colonel in W. B. Dalley’s 
story. The story belongs to the days when 
everybody threatened to ‘‘write to the 
Times about it.’’ (The old flaneur, Quarles, 
in Point Counter Point was an notable ex- 
ample.) Closing « similar altercation with 
the Customs at Calais the Colonel shouted: 
‘‘J’écrirai au Times about this! Vous 
markez mes b—— mots.’’ 


MONEY 

was farmed; and a farmer of taxes is, 
of all creditors, proverbially the most 
rapacious. ’’ 

In the last year of the reign of Charles 
II (1685), duty of excise yielded £585,000 
clear. Duty of customs yielded in the same 
year £530,000. You hear very little about 
the ‘“‘burden’’ of these taxes; yet hearth 
money, the source of ‘‘Much-moaning-in- 
the-Home,’’ yielded only £200,000. 

In Samuel Pepys’ library at Magdalene 
College, Cambridge (in which I spent an 
unforgettable day in 1948), there are some 
ballads on the Hearth money. Here is a 
specimen : 


The good old dames, whenever they the 
chimney man espied, 

Unto their nooks they haste away, their 
pots and pipkins hide. 

There is not one old dame in ten, and 
search the nation through, 

But, if you talk of chimney men, will 
spare a curse or two. 





168 


End Pages—continued 


The Australian Accountant 


April, 19507 


ON BEING IN 


A lot of enjoyment can be had from 
reading reports of law cases provided 
you have not to do it for a living. The 
greatest institution of its kind in the 
world’s history is the law court of the 
British Empire. Be the cause one of far- 
reaching effect or the utmost insignifi- 
cance; be the party the noblest or the most 
worthless, the Court gives of its best. Its 
motto -is: Let justice be done though the 
heavens should fall. Well might it add, 
Let it also be done though a leaf blows 
from a tree or a feather floats in the wind 
(un piuma nel vento). The following 
examples illustrate the suggested alterna- 
tives : 

The appellant, Mr. Parkin, was seen by 
night half-way up some piping at the side 
of a building with one of his hands 
through a window for the purpose of pull- 
ing, himself into the building. He was 
charged under s. 28 of the English Lar- 
ceny Act of 1916, which provides that 
‘fevery who shall be found by 
night... (4) IN any building with intent 
to commit any felony therein; shall be 
guilty of a misdemeanour.’’ 

Mr. Parkin was convicted. He appealed 
to the English Court of Criminal Appeal. 
His appeal was heard by the Lord Chief 
Justice of England, Lord Goddard, and 


person 


THE SOFT 


At the Admiralty, London (when 
Prince Louis of Battenburg was First 
Lord), on the outbreak of the 1914 War, 
it was arranged that all telephone calls 
went to a central room. Unless the caller 
gave a password he was disconnected. 
Twice a junior answered the telephone and 
because the caller did not give the pass- 
word the head of the room told the junior 
to ring him off. The same ’phone rang a 
third time. 


two eminent judges of the English High 
Court, Mr. Justice Croom-Johnson (who 
hears the taxation cases), and Mr. Justice 
Lynskey. 

The Court held that the words ‘‘being 
found in any building’’ must be construed 
in their ordinary sense; Mr. Parkin was 
found, not IN the building, but merely 
trying to get into it, and, therefore, he 
was not guilty of an offence under 
s. 28 (4). Mr. Parkin was not IN, and 
his conviction was therefore quashed. 

I have purposely referred to the gentle- 
man as MR. Parkin. This is done by way 
of a particular protest. Why is it that 
to-day, when the Press refers to me, I am 
described as that distinguished intoxo- 
philite, MR. Angus Lancaster, yet, to- 
morrow, if | am charged with driving a” 
motor car under the influence of alcohol 
the will that ‘‘the defendant, ™ 
Laneaster, reserved his defence’’? Right 
up to the moment of acquittal I shall be@ 
described in this rude manner. Why@ 
should I be denied my status of ‘‘Mr.”’ at 
until I am found guilty, and that 
never shall be, for the good reason that I 
cannot drive a motor ear. This great blot@ 
on British justice should be removed at@ 
once. As Mr. Churchill says, ‘‘Pray let 
me hear from you.’’ 


Press say 


} 4 
Least 


ANSWER (1) 


Junior: ‘‘I can’t make out what hess 


saying.’’ 

Senior: **The same fellow ?’’ 

Jumor: ‘*Yes.’’ 

Senior: “I'll tick him off.’’ 
‘phone: ‘‘ Yes, what is it?”’ 

A quiet, patient voice: This is Bucking# 
ham Palace. I am your King. I wish @ 
speak to Prince Louis of Battenburg.” 











